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HOW TO PROMOTE FOREIGN TRADE! 


SUMMARY 


I. Popular misconceptions concerning foreign trade, 417. — The bal- 
ance of trade, in general and between particular countries, 419. — Dis- 
turbances in trade balances due to the war, 422. — The effectiveness of 
industry the source and the test of advantage in foreign trade, 425. — 
II. Four dubious devices for promoting foreign trade: Export bounties, 
427. — Reduced transportation rates for export business, 429. — Re- 
duced prices of goods for export, 431. — Discriminating duties in foreign 
countries in favor of American goods, 435.— III. International rela- 
tions and American trade policy, 442. — Conclusion, 443. 


I 


Ir is strange that trade between nations should play 
so large a part in fomenting war and warlike spirit. 
Trade, after all, is the peaceful exchange of goods; the 
more extended and far-ramifying it is, the more we 
should expect a trend toward peace and a decline of 
war. Yet rivalry in foreign trade is a powerful adjunct 
to the forces making for war. It leads unceasingly not 
only to aggression and contest, but to suspicion, irrita- 
tion, diplomatic intrigues and squabbles. Doubtless 
there is exaggeration in the statement that the struggle 
for trade is the main and sufficient cause of all modern 


1 An address delivered before the Chamber of Commerce of the United States, at 


Chicago, April 11, 1918. 
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wars; other factors are at least equally potent, not least 
among them the inborn fighting instinct. Indeed, eco- 
nomic rivalry seems often to be an unconscious manifes- 
tation of the spirit of pugnacious emulation. Each 
nation takes a pride in being the first, the victor, in 
everything — in sport, in art, in letters, in science, in 
war, and in trade also. We have to deal not with a 
purely mercenary or material state of mind; it is one of 
pride and glory, not entirely good, but surely not en- 
tirely bad. Whether deemed base or noble, the com- 
mercial phase of international emulation has of late 
contributed less to peace between nations than to war. 

Trade rivalry, however, is fomented and embittered 
by common misconceptions about the relation between 
foreign trade and general prosperity. Many persons, 
perhaps most persons, think of foreign trade, and es- 
pecially of exports, as being of cardinal importance to 
anation. They think of the export trade, not perhaps 
as the one fundamental source of prosperity, but cer- 
tainly as a peculiarly important one. It is regarded as 
the test and measure of national gain or profit, the main 
thing to be striven for by commercial policy. Before 
considering the really important problems that confront 
us, I venture to call your attention to the misconcep- 
tions involved in this opinion and to the way in which 
they add to the difficulty of arriving at a sound na- 
tional policy. 

We all know that foreign trade, and more particularly 
exports to foreign countries, do not enrich the country 
by the process of bringing in money. We know it, but 
constantly forget it. No educated man would put forth 
in so many words the view that it is the balance of 
trade, or the difference between exports and imports, 
that signifies for a country’s prosperity. But many 
educated men fall into a way of talking in which this 
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view isimplied. To the man on the street it often seems 
an obvious and undeniable truth. Whether put for- 
ward indirectly, or directly and unequivocally, it is per- 
sistent and pervasive. 

Now, the one great fact in the normal trade of peace- 
ful times is the extraordinarily small flow of money in 
the settlement of foreign trade. By “money,’’ of course, 
in foreign transactions, we mean gold. Though every 
individual transaction is in terms of money — that is, 
of gold—and though the aggregate transactions in 
terms of money are enormous, running into billions and 
billions, the actual amount of gold that changes hands 
is insignificant. Very small balances only are settled in 
specie. By the mechanism of the foreign exchanges, 
goods are made to pay for goods, just as they are in the 
mechanism of the domestic exchanges. London used 
to be the clearing house for the complicated offsets and 
transfers of international trade, and it was largely 
through London that the final gold balances were re- 
mitted. No doubt we shall see in the future a shift in 
the center of international payments. It would be rash 
to predict precisely to what extent they will cease to be 
settled through London; but there will probably ensue 
a considerable dispersion of the clearing transactions. 
Some will doubtless be effected through London, some 
through New York, some through Paris, some through 
Berlin; and eventually there will not fail to be inter- 
locking arrangements between these several centers. 
But in any case, once the world is again settled in the 
ways of peace, the movement of specie will be insignifi- 
cant as compared with the total volume of transactions. 
All this is so familiar that an apology is almost due for 
restating it. 

Needless to say, also, exports pay for the imports. 
If there be a permanent excess of exports from a coun- 








420 QUARTERLY JOURNAL OF ECONOMICS 


try — a so-called “ favorable balance of trade” — it 
exists simply because there are other things to pay for 
besides the imported goods, or (in the converse case) 
other things for which the people of a country have to 
receive payments than for their exported goods. For 
the forty years preceding the great war, we had in this 
country a great excess of exports, year after year; yet 
we all know there was a very slight inflow of specie. 
The exports of merchandise were simply the means by 
which we met sundry other obligations, such as interest 
on our debts contracted abroad, tourists’ expenditures, 
remittances which newly arrived immigrants made to 
their relatives in foreign countries, and similar inter- 
national debit items. 

Incidentally I may remark that one of the things most 
surprising to the economist is the ease and rapidity with 
which this enormous and complicated mechanism func- 
tions in times of peace. It is remarkable that when a 
country has large obligations of any sort to meet abroad, 
even though those obligations in each individual trans- 
action involve a necessity of remitting the equivalent 
of cash, the movement of actual cash is so small that 
the other main resource, the movement of commodi- 
ties, seems to take place spontaneously. There are some 
knotty problems as to the precise steps by which this 
apparently spontaneous movement of commodities is 
brought about; but that it is brought about is obvious 
on the face of the facts. Gold moves very little; ex- 
ports pay for imports. 

One of the most persistent forms which the popular 
misconception assumes is that of supposing that the 
balance of trade between one country and a single other 
country is of significance. Many think that if we buy 
more from Canadians than we sell to them, our trade 
with that country is a losing one. If, on the other hand, 
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we sell more to Canadians than we buy from them, they 
think it a profitable one. It so happens that our trade 
with Canada has at one time been supposed to be in this 
way disadvantageous, and at another time to be ad- 
vantageous. Half a century ago we bought more from 
Canadians than we sold to them, and were thought to 
be thereby losing money. Of late years we have sold 
to Canadians much more than we have bought of them, 
and have been thought, conversely, to be making money. 
The simple fact, familiar enough to persons conversant 
with international dealings, is that balances of this kind, 
one way or the other, are settled and disposed of by 
compensating dealings with other countries. During 
the earlier period, when we bought more from Canada 
than we sold, we were enabled to effect our payments 
through exports to England. These supplied the basis 
for sterling exchange and served to settle our balances 
with Canada. In more recent years, precisely the con- 
verse operation has taken place. We have sold more to 
the Canadians than we have bought from them. But 
the Canadians have sent heavy exports to England, and 
they have also borrowed heavily in England; and it is 
their credits in England which have enabled them to pay 
for the goods which they have bought of us. From 
South American countries and from the far east we 
have bought, year in and year out, more than we have 
sold to them. We have been enabled to pay for the 
commodities thus bought because of our heavy exports 
to other countries, chiefly to Europe. The balance of 
trade between any pair of countries is rarely such as to 
bring about an equalization of their exports and imports. 
It is in the grand total of a country’s transactions 
that we find the equalization of imports and exports, 
or rather the equalization of all of a country’s in- 
ternational debts and credits; and it is this broad 
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equalization which serves to bring about a settlement 
without the flow of specie. 

Incidentally, it may be pointed out that the great 
war, which has disrupted all international trade and all 
its mechanism, has brought unique consequences as 
regards this particular phase of dealings between na- 
tions. Although in times of peace the balance of trade 
between one country and any single other country sig- 
nifies nothing and does not affect seriously the flow of 
specie between them, the case has become different 
under the conditions of the present war, and particu- 
larly under the conditions which have developed since 
our own entry into the war. The balance between each 
pair of countries has come to be of real moment. In 
times of peace the Americans were able to pay for their 
heavy imports of coffee from Brazil or raw silk from 
Japan through credits based on heavy exports of bread- 
stuffs and cotton and copper to European countries. 
London was the clearing house for these transactions, 
which were disposed of irrespective of the particular 
relations of the United States with Brazil and Japan. 
But all this mechanism is now broken up. Our exports 
are largely on government account; and we get for them 
not credits in London upon which we can draw, but the 
promises to pay (the bonds) of foreign governments, 
which are tucked away in the United States Treasury 
vaults, and which for the time being are not available 
for any financial purpose. We must square accounts in 
Brazil or Japan or Argentina in some other way. The 
exports of specie to them takes place almost solely as a 
result of their special dealings with ourselves. It may 
assume proportions quite unexpected and possibly em- 
barrassing. But these are war problems, not peace 
problems; abnormal and temporary, and to be ignored 
in a consideration of permanent conditions and perma- 
nent policy. 








ae Oren eee 

















HOW TO PROMOTE FOREIGN TRADE 423 


It need not be said also that the great war has brought 
abnormal conditions in other ways. As I have just said, 
the usual machinery for the equalization and settlement 
of international payments has broken down. The 
United States, during the period of our neutrality, did 
receive great amounts of actual gold, in payment for 
extraordinary exports. Since our participation in the 
war, we have arranged to end this inflow of gold once 
for all, and to accept from our allies their promises to 
pay. And yet the previous flow of specie, astonishingly 
great as it was, lasting as it did for a period astonish- 
ingly long — for the first three years of the great war 
— illustrates the principles with which it seems to be 
in contrast. True, we received unusual amounts of 
specie; but were we made richer thereby, or more pros- 
perous? The result was higher prices, higher wages, 
higher cost of living, all the phenomena of infla- 
tion, all its attendants of feverish speculation. We 
should have been better off if we had received not 
the gold, but the things which we should ordinarily 
have received in payment for increased exports, 
namely a heavier volume of imported commodities. 
Under ordinary conditions we should have received 
very little specie, but much coffee, sugar, spices, 
wool, tin, jute, sisal; doubtless also more of finished 
manufactured goods, such as cottons, woolens, linens, 
and silks. It is the abundance of these commodities 
which signifies true prosperity. The influx of gold 
resulted simply in the cheapening of gold, that is, in 
a general rise of prices. It supplied the basis for an 
extension of credit which inaugurated the too familiar 
conditions of inflation. These have been accentuated 
since our own participation in the war; they still are 
stimulated largely by the great fund of specie which had 
come in before. 
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But, to repeat, these are abnormal conditions. What- 
ever the course and duration of the war, whatever the 
changed conditions of international trade which will 
ensue after peace, we must expect an eventual return to 
the normal conditions of peaceful trade. It is conceiv- 
able that a redistribution of specie among the different 
nations of the world will take place during the first year 
or two after peace; but, as before, the mechanism of 
foreign exchanges will again be at work, the flow of 
specie will be reduced to a minimum, exports will pay 
for imports. And it is obvious that in our consideration 
of the foreign trade of future years, we must have in 
mind these eventual conditions of peaceful exchange. 

One further word on this general subject. The labor 
and capital which we put into our exported commodities 
serve to procure for us the imported commodities. That 
labor and that capital may be said with perfect accuracy 
to produce the imported commodities. In the same way, 
the labor which the Dakota farmers put into wheat 
growing procures for them, and may be said to produce 
for them, the shoes, iron, and sugar which they buy from 
New England and Pennsylvania and Colorado; and 
the labor which the New England operatives put into 
manufacturing boots and textiles procures for them — 
may be said to produce for them — the wheat and flour 
which they buy. The prosperity of any one geograph- 
ical group depends both upon its turning out a large 
quantity of the immediate products of labor and upon 
its exchanging those products for other products. Our 
foreign trade, our combined imports and exports, pro- 

mote our prosperity as a people if we produce effec- 
tively and cheaply commodities which we export, and 
if we also exchange those exported commodities on ad- 
vantageous terms for the imports. It is the first-named 
factor which is the more important: the gain which we 
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secure from our foreign trade depends chiefly on the 
effectiveness with which we apply our labor to produce 
exports. 

Now to this general proposition I would invite atten- 
tion somewhat more carefully because on it hinges 
what I shall say presently concerning the way in which 
we should shape our commercial policy. Our foreign 
trade promotes our prosperity if we make our exported 
goods effectively and cheaply. The fundamental factor 
is the effectiveness of our labor and capital, and the 
cheapness with which we can consequently put our 
commodities at the disposal of foreign purchasers. By 
cheapness is meant, cheapness all things considered; 
quality as well as quantity, good quality as well as 
moderate price; or, if the price seem high, quality so 
good as to make the high price worth while. Sometimes 
the needs of other people are satisfied by giving them 
large quantities of goods of poor quality at a low price; 
and a considerable part of the export trade of England 
and Germany is secured in this way. The exports from 
the United States have usually been good rather than 
cheap — not so much low in price, as good in quality 
and moderate in price. But in any case it is the effec- 
tiveness of our industrial powers in producing a thing 
which is cheap in comparison with its quality, that un- 
derlies all prosperous foreign trade. The very existence 
and maintenance of exports rest on this basis. All 
trade promotion, all banking and transportation facili- 
ties, all the trade agents and embassies, all the agitation, 
all patriotic devotion, avail nothing if this fundamental 
factor be lacking. 

The effectiveness of labor and capital means something 
different from that which is usually implied by the 
word “ efficiency.” ‘ Efficiency,’ as that term is often 
used, refers to special and individual skill, intelligence, 
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and activity on the part of the individual workman, to 
his mental endowment or personal aptitudes or muscular 
strength. Now, it is true that the high standard of liv- 
ing and the greater spirit of activity in this country do 
bring it about that our workmen are, man for man, more 
efficient than those of foreign countries. But it is not 
solely, or even primarily, efficiency in this limited sense 
that I have in mind when speaking of the effectiveness 
of our labor and capital. I refer to the cumulative in- 
fluence of all the factors which combine to bring about 
the final production and final putting on the market of 
the exported commodities. The factors are many and 
diverse: not only the individual efficiency of the men, 
but ingenuity on the part of inventors and engineers in 
perfecting machinery, skill in the designing and organi- 
zation of plants, brains and enterprise in management, 
intelligence in the distribution and sale of the goods. 
No small part is played by transportation and especially 
by inland transportation. Whatever may be charged 
against our railways, they have succeeded in cheapening 
transportation immensely, especially in long-distance 
hauls, and they have been a powerful factor in increas- 
ing the effectiveness of the total labor of the industrial 
processes. And, throughout, the thing which probably 
tells most of all in assuring a combined effectiveness of 
our labor and capital is industrial leadership. It is this 
which has made the modern economic world; it is this 
which justifies business and the profits of business. I 
need not say that this means also leadership in service. 
Successful leadership implies as its end and purpose, 
not money making, but service in promoting the effec- 
tiveness of industry. That the spirit of successful 
leadership is the spirit of service has never been more 
fully demonstrated than during this, the first year of 
our participation in the war. The business leaders have 
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recognized their responsibilities and taken advantage 
of their opportunities. They have put themselves at 
the service of the government and have served without 
stint in the conduct of its affairs. Money making is 
evidence of capacity to do service; true success, whether 
in war or peace, is the rendering of the service. 


IT 


We shall come nearer to the heart of the matter, 
when we pass from these generalities to some things 
more concrete and, more particularly, to some conclu- 
sions which follow from these simple and incontestable 
general principles. Let us consider some devices for 
promoting foreign trade which in the light of these 
principles appear dubious. They appear dubious be- 
cause not consistent with the fundamental principle of 
effectiveness. They are not indeed to be condemned 
offhand; but they call for critical examination, for care- 
ful discrimination, perhaps for rejection. 

First of all, and most dubious of all, are export boun- 
ties — bounties paid directly by governments upon 
the export of commodities. These are, on the face of 
it, a confession of lack of effectiveness. They mean 
that the commodities cannot be exported upon their 
merits. True, they may mean low price in the sale of 
the commodities, since the exporter makes up for a 
price in itself unprofitable by the bounty paid him. 
But that very circumstance indicates that the sales do 
not mean low cost or, what amounts to the same thing, 
they do not mean high effectiveness. The bounties do 
not really cheapen your goods in the important sense of 
cheapness; they mean that a payment from the public 
purse makes up for a lack of effectiveness. Remember 
that, in the last analysis, the labor which procures im- 
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ports is the labor which serves to produce your exports. 
If an export bounty is paid, you must reckon as part of 
the total cost of your exports not merely the labor di- 
rectly applied to them, but also that which is involved 
in the export bounty. The money for the export 
bounty comes out of taxes; and taxes mean that a part 
of the community’s labor is turned by the government 
into the channels for which its payments are made. In 
addition to the labor needed for producing the exports, 
we must reckon the labor involved in paying the bounty. 
A country simply deceives itself when thinking that it 
gains by this process. 

Only if we accept the old and long discarded notion 
that any foreign sale whatever is profitable, can we 
conceive of export bounties as being advantageous to 
a nation. If, indeed, we take the view that an export 
sale in itself necessarily constitutes a profit; if we are 
so ill-informed as to think that the gold actually flows 
in for every item of exported goods, and so ill-advised 
as to believe that an unending inflow of gold makes a 
country unendingly prosperous, then indeed we may 
think that export bounties promote fundamental pros- 
perity. But the fallaciousness of this way of looking 
at the matter does not need to be dwelt upon. The 
exports signify not gold or riches, but imported goods 
got in exchange; and if in the payment for those im- 
ported goods we also tax ourselves in order to pay a 
bounty, we lose so much of the real gain from foreign 
trade. 

It is fair to say that direct public bounties upon ex- 
ports have virtually ceased. The most striking instance 
of their payment upon a large scale was in the bounties 
upon the export of beet sugar which were paid for some 
twenty years preceding 1903 by various continental 
countries. All these countries sinned, and all of them 
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became in due time thoroughly repentant. The sense- 
less rivalry in bounty paying upon exportation of beet 
sugar went so far as to make serious inroads upon the 
public exchequers of several countries, and it was a real 
relief to them when Great Britain in 1903, by refusing 
to remain longer the one country into which bounty- 
fed sugar could be dumped upon a considerable scale, 
put an end to the whole business. 

The second dubious device, and one in which the 
problems are more difficult and complicated, is that of 
special transportation rates for export business. To 
simplify the question of principle here involved, and 
strip it of the political and naval problems that are con- 
nected with ocean transportation and the merchant 
marine, let us confine the discussion to rates for inland 
transportation. Railroad rates constitute the most 
conspicuous and the most debatable problem. It must 
be admitted that most governments do in fact follow 
the practice of allowing special railroad rates for export 
business; not only Germany and France and the coun- 
tries of the Continent generally, but the United States 
also. Our inland rates to the seaboard on various com- 
modities are lower for export business than for purely 
domestic business. The Germans are often roundly 
accused of making reprehensible use of this device. It 
must not be forgotten that we have done the same under 
private management of railways, and that our govern- 
ing authority, the Interstate Commerce Commission, 
has repeatedly sanctioned the practice. 

It is obvious that if a railroad were to transport for 
nothing — if it were to give away the transportation 
once for all — the case would be the same as that of an 
export bounty. The article so transported, could in- 
deed be sold abroad at a comparatively low price. But 
that low price would not be a sign or a consequence of 
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effectiveness in production; for there would not be in- 
cluded in the price a real and important element of ac- 
tual cost, namely the transportation expense. In such a 
case we should not be exporting at really low cost; we 
should be concealing a substantially higher cost. The 
item of railroad transportation would not be obliterated 
or saved, but would be simply paid for in someother way. 
It would be made up either by the railroads themselves 
out of their general profits, or by the domestic shippers 
and consumers through higher rates upon domestic busi- 
ness, or by a combination of these processes. 

If, now, transportation is not given away outright, 
but is offered at reduced rates on export business, the 
case seems to be in essence the same, only not to proceed 
quite so far. To the extent to which the process of re- 
duction or favoritism is carried there is a concealment 
of real cost. Consider the several elements of the situa- 
tion. The export rate is lower than the domestic rate. 
But that domestic rate itself may be presumed to be 
reasonable, that is, reasonable in view of cost of carriage, 
and based principally on cost of carriage. All our 
regulatory legislation, our Interstate Commerce Com- 
mission, all our state commissions, are established to 
insure the carriage of traffic at reasonable and proper 
rates; and reasonable and proper rates are such as con- 
form upon the whole to cost of carriage. If, now, the 
domestic rate is reasonable, and the export rate is lower 
than the domestic rate, the export rate will seem neces- 
sarily to be less than cost of carriage. Such a special 
export becomes a device for artificially forcing the ex- 
ports, and is essentially like a bounty; it means sham 
effectiveness, not real effectiveness. 

It must be admitted at once that this is by no means 
everything that can be said on the problem of railway 
rates on export business. The railway rate problem is 
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highly complicated. Every student of the relation of 
rates to cost of carriage knows that cost is almost im- 
possible to allocate with exactness. ‘ Reasonable 
rates” are extremely difficult to fix with precision. 
Even though a general average be arrived at which is in 
right relation to cost of carriage, the determination of 
such an average does not necessarily lead to the corol- 
lary that each individual rate can or should be similarly 
fixed in direct relation to cost of carriage for the indi- 
vidual item of traffic. Special rates are often justified 
by special traffic conditions. Special rates upon export 
traffic may be justified in view of special conditions. 
But it would seem that they should be granted only in 
the same way and on the same principles as any other 
special rates — perhaps in view of unusual competition 
by alternative routes, perhaps in view of the utilization 
of equipment otherwise idle. They should not be 
granted simply and solely on the ground of export des- 
tination. Here, too, we must not delude ourselves with 
the belief that the mere fact of export, not based upon 
a real effectiveness in producing and transporting and 
marketing the exported commodities, brings a special 
gain to the country. If indeed we believe that any and 
every kind of export is in itself desirable, that it neces- 
sarily brings of itself a net gain to the country, then and 
then only we shall be prepared to admit, as in the case 
of direct bounties, that special transportation rates for 
export are in themselves desirable. But that hoary fal- 
lacy we have rejected. Special export rates are open to 
suspicion on the same ground that export bounties are 
open to suspicion; the case for them must be affirma- 
tively established, like that for every special rate in 
every branch of railway transportation. 

Turn now to a third device, also questionable. What 
is to be said of special prices made by the producers for 
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export business — lower prices than are asked and ex- 
pected on strictly domestic sales ? Are they good, and 
are they to be encouraged ? 

Now, on the face of it, lower prices for exported goods 
than for the identical goods sold in the domestic market 
seem open to the same objections as transportation 
favors and seem equally dubious. Here too, let us 
fasten attention to special prices resting solely upon the 
fact of export destination, just as, in the case of rail- 
ways, attention was directed to railway rates made 
solely in consideration of export movement. We seem 
to be confronted by a similar dilemma. If the export 
price is specially low, the domestic price must be made 
specially high, and (it would seem) must be unreason- 
ably high. If the export price is lower than would be 
warranted by real effectiveness, the domestic price must 
be higher than is warranted by real effectiveness. If 
the export sales are at less than cost, domestic sales must 
be at more than cost. 

This dilemma is most often stated, and most effec- 
tively stated, in cases where there is monopoly or some- 
thing close to monopoly. Suppose that a single concern 
has control of a given product or set of products; it 
will often sell in one market at a cheaper rate than in 
another market. A glaring instance, laid bare by re- 
peated public investigations, was that of the policy 
which the Standard Oil combination followed in its 
domestic transactions; it sold in some domestic markets 
at lower prices than in other domestic markets. Now, 
if the price in the favored market was sufficient and 
reasonable, ipso facto the price in the non-favored mar- 
ket was more than reasonable. Similarly, if an export 
price is in itself sufficient and reasonable and in right 
accord with cost, then the domestic price, if greater, 
must necessarily be unreasonably high and in excess of 
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cost. If, on the other hand, the lower price to foreigners 
is in itself not enough to cover costs, then the domestic 
price must in the long run cover the difference; the 
domestic price must be too high. And in this latter 
case the exports, if made at prices which do not in 
the long run really cover costs, are based not upon 
real effectiveness of industry, but upon concealment 
of real cost, precisely as in the case of export boun- 
ties. The argument is that the practice either involves 
undue prices to the domestic consumer, or else a sham 
of effectiveness in producing the exported article, not 
real effectiveness. 

Here again, as in the case of railway rates, this mode 
of dealing with the problem may not probe it to the 
bottom. If railway rates are highly complicated, some 
problems of price and of cost in relation to price are 
almost equally complicated in any large-scale industry. 
The situation is far from simple; it raises all the ques- 
tions of fixed charges, of overhead expenses, of cost 
accounting and the allocation of costs, of business poli- 
cies in the face of fluctuating demand, of the ways of 
meeting alternate cycles of activity and depression, of 
security and continuity in industrial operations. It 
raises, too, the question of the difference between a 
sporadic and a systematic application of special export 
prices. In the early stage of export trade, special al- 
lowances on exports may be part of an effective policy 
of merchandising. Practices of this kind tend to be- 
come less widely applied in the later stage of fully de- 
veloped and continuous export business. There are 
here unsettled questions not only of economic analysis, 
but also of sound business policy and of effective indus- 
trial leadership. 

But, when all is said, it would still seem that practices 
of this sort, namely, special rates upon export trade, 
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must be on the defensive. It needs to be proved that 
they are really advantageous to the community. At 
first sight they appear to be disadvantageous — to mean 
not real effectiveness of industry, but concealment of a 
cost or burden actually incurred in the export part of a 
business, yet borne not by that part but by the rest of 
the business or by the community at large. And here 
once more let us not fall, as involuntarily we do, into 
the deceitful belief, or perhaps the flattering unction, 
that the sending of goods abroad is in itself a thing 
which brings money into the country and thereby makes 
us all more prosperous. Let us hold fast to the funda- 
mental principle that the exports are the means of 
producing the imports, and that only if there be real 
effectiveness, real success in the application of our labor 
and capital, does the country gain. 

In all discussions of special export prices and of dump- 
ing, a distinction must be borne in mind between spo- 
radic and permanent transactions — between occasional 
sales at special prices and a permanent policy of lowered 
prices for export. No one questions that conditions 
may arise at times in any business venture which will 
compel the disposal of a block of commodities at any 
price they will fetch when thrown upon the market. 
These are not pleasant or welcome conditions, but they 
must be faced as sometimes inevitable. It is quite a 
different matter, however, to sell permanently and sys- 
tematically one part of your output at a different price 
from the rest of your output. To put it another way, 
it is more than questionable whether overhead, or gen- 
eral expenses, should be permanently distributed in such 
a way that any part of the sales will be made without 
consideration of this burden, or without due considera- 
tion of it. In the long run, and as a matter of perma- 
nent policy, every part and parcel of the output should 
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bear its due share of the total cost of bringing it to 
market. If in the long run it does not so bear its due 
share — if it is sold in such a way that the overhead or 
general expense is not properly debited against it — 
then sooner or later the rest of the output must bear 
more than its due share of the general expense. The 
overhead must necessarily be paid for somehow. No 
part of a business really pays which fails to pay its pro- 
portionate share of the expenses of conducting it. This 
is no less true of foreign trade than of domestic trade; 
no less true for the country at large than for a separate 
business. Sales may be made occasionally without re- 
gard to general cost, and even with little regard to the 
direct or specific expenses entailed for the particular 
items. But in the long run, and as a permanent policy, 
sacrifice sales and special price sales are not profitable 
to the individual business, and are not profitable to the 
nation. In our discussions of foreign trade and of 
foreign trade policy it is the permanent conditions and 
the long run results which we must primarily bear in 
mind. The continuous and successful expansion of 
foreign trade must rest not upon sporadic or occasional 
transactions, but upon those which can be continued 
with advantage year after year, and on essentially the 
same basis year after year. 

Fourth and last, is a dubious device of a different 
sort: special concessions in foreign countries, in the 
form of lower rates of duty on our goods when exported 
to those countries. Shall we try to arrange commercial 
treaties or reciprocity agreements on the basis of as- 
suring to American commodities, when they reach the 
foreign custom house, lower rates of duty than are ex- 
acted on the same commodities when imported from 
third countries ? To simplify this case also, let us-set 
aside any arrangements which are based on particularly 
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close political ties or on geographical contiguity. We 
have at present, for example, arrangements with Cuba 
by which American commodities are admitted into Cuba 
at lower rates of duty than commodities from other 
countries. These arrangements have a political as well 
as an economic aspect. They were introduced and 
justified largely upon political grounds, indeed quasi- 
sentimental grounds, namely, the close affiliation be- 
tween this country and Cuba which was the result of 
our intervention in freeing Cuba from Spain. Let us set 
aside, also, cases in which an extended frontier leads to 
special freedom from duties and justifies that freedom. 
Such a relation exists between Portugal and Spain, or, 
to come nearer home, between the United States and 
Canada. Our frontier is contiguous to that of Canada 
over many thousands of miles and the facilities for con- 
venient border trade at many points would readily 
justify our entering into special commercial relations 
with Canada. We had such relations in the past, under 
the reciprocity treaty of 1854, and on our statute books 
we still have the reciprocity act passed in 1911, offering 
freedom from duty for a considerable list of articles on 
condition that Canada grant to our commodities a like 
freedom. That offer we still hold open. Cases of this 
kind — our relations with Cuba and Canada — present 
some problems of their own, to be dealt with on grounds 
of theirown. The question of principle may be weighed 
quite on its economic merits, by examining a special ar- 
rangement where there are no such complications or, 
rather, no such simplifications. Consider, for instance, 
the arrangement which we now have with Brazil 
whereby certain American commodities are admitted 
into that country at lower rates than are imposed upon 
the same commodities when they reach Brazil from 
other countries. 
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Here again the test of real effectiveness may be ap- 
plied. Special favors in Brazil may enable us to sell our 
exports to Brazil; but they do not cause us to be really 
effective in serving either the Brazilians or ourselves. 
If our exporters cannot do the business without the dis- 
criminating rates — if they cannot sell in Brazil with- 
out such aid — then the exporters of other countries 
are obviously more effective in serving them. Our ex- 
porters then are bolstered up, not indeed at the expense 
of our domestic customers or of our own treasury, as in 
the case of export bounties or of special transportation 
rates, but at the expense of the Brazilian consumers. 
Their lack of real effectiveness is made up by the ex- 
clusion of the more effective competitors. It is once 
more a case not of real effectiveness but of sham effec- 
tiveness. 

Once more, let me not be misunderstood. Ties of 
friendship and of friendly political affiliation may lead 
to special reciprocity rates or to special trade agree- 
ments, regardless of direct material benefit to one party 
or the other. Of this our relations with Cuba give a 
striking example. But the governing conditions of 
trade in the world at large are not of this sort. Trade 
in the main has been and will be a matter of material 
advantage. In the main we must export on the same 
terms and on the same conditions as our rivals. If we 
secure special favors, we can justify them only on the 
ground that the countries which grant them are willing 
to make a sacrifice for the sake of carrying on a trade 
which is not in itself the most advantageous for them. 
In the long run we cannot expect them to do other than 
to maintain the most advantageous trade. In other 
words, in the long run we must rely upon real effective- 
ness and upon real service, not upon special favors or 
discriminating rates of duty. That which is advanta- 
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geous in our own domestic transactions, namely, the 
maximum effectiveness of labor and capital in produc- 
tion, is also advantageous in our foreign trade, both to 
ourselves and to countries with whom we trade. Here 
is the only source of real benefit to all concerned, the only 
secure basis of a continuing export trade. All favors, 
all discriminations, all special rights, all promotion and 
advertising, sink into insignificance as compared with 
this fundamental factor. To make our export trade 
enriching and of real national profit, we must so organ- 
ize and conduct our industries that we shall make 
goods plentifully and cheaply, and we must sell our 
goods on their merits and on tempting terms, to every 
customer at the same price. 

To take this position is by no means the same thing 
as to adopt a policy of laissez faire in foreign trade; 
neither does it imply any commitment one way or the 
other on the question of protection and free trade. It 
does imply a policy of non-discrimination, or at least 
one of resolvedness neither to discriminate nor to be 
discriminated against. The United States must hold 
itself free to adopt such tariff policy as seems suited to 
its own interests. It must leave to other countries the 
same freedom. But whatever tariff system we adopt, 
we should aim to apply it without discrimination to all 
comers; and whatever system another country adopts 
we should wish that country to apply to ourselves on 
the same terms and in the same way as to others. The 
essential principle in the general attitude which I here 
suggest is that of non-discrimination. 

It is conceivable that a policy of this sort cannot be 
carried out to the full. Indeed, it is certain that it can- 
not be successfully carried out by merely proclaiming 
it, or by merely expressing our wish to abide by it. 
Other countries may adopt tariff legislation which dis- 
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criminates against the United States. Should they do 
so, we must be prepared to apply pressure to them, and 
in case of need to discriminate against them. We now 
possess virtually nothing in the nature of a bargaining 
weapon. Something of the sort is indispensable. We 
should have provisions on the statute books enabling 
the administration to meet discrimination by discrimi- 
nation, force by force. We should be able to say to 
other countries which refuse to grant us terms as favor- 
able as their terms to third nations, that we shall in turn 
subject them to unfavorable or discriminating rates. But 
our purpose in securing and exercising this should be 
not that of putting discriminations into effect, but that 
of removing them. The goal, to repeat, should be the 
open door, the same treatment for all. 

To sum up: the four devices for promoting export 
trade considered in the preceding discussion are first, 
export bounties; second, special transportation rates 
on export traffic; third, special reduced prices on com- 
modities sold for export; and finally, lower duties on 
American goods in foreign countries, secured by nego- 
tiation or treaty. Among these the first and the fourth 
— export bounties and duties discriminating in our 
favor — are the most dubious of all. The second and 
third — special transportation rates and special ex- 
port prices— though they raise intricate questions 
and are not so clearly out of accord with sound policy, 
nevertheless have a presumption against them. In all 
four cases we should at the least pause, and inquire with 
a fair and open mind whether these several methods of 
action really conduce to the prosperity of the United 
States or the prosperity of nations. 

Not only, however, are such devices dubious, some- 
times even clearly bad; but they are constant causes of 
misunderstanding, suspicion, recrimination, interna- 
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tional friction. They arouse irritation most of all when 
they are concealed, or supposed to be concealed. Like 
many another aggressive act, they stir resentment most 
sharply when they are furtive. 

It is not difficult to adduce cases where there has been 
concealed or furtive resort to one or another of these 
devices. One instance of the kind has already been 
referred to, namely, the much-discussed export bounties 
on beet sugar from the continent of Europe. They had 
their origin in a drawback payment which was supposed 
to be merely the equivalent of an internal or excise tax, 
but which in fact developed into a drawback because 
in excess of the excise actually collected. A similar 
case has more recently been the occasion of a ruling by 
our own Treasury Department. Certain drawback pay- 
ments were made by Germany on the export of grain 
and flour, based not upon the exportation of the identi- 
cal materials on which the taxes had been paid (in this 
case import duties) but upon the exportation of equiva- 
lent amounts irrespective of identity. Our Treasury 
Department felt compelled to rule that a virtual bounty 
upon export had been paid — not necessarily with de- 
liberate intention, but with substantially the outcome 
of a bounty payment. Cases of this kind are precisely 
of the sort to arouse suspicion of an intent to circumvent 
a competitor which does not appear upon the face of the 
proceeding. The same is true of the preferential trans- 
portation rates. True, they may rest on a really sound 
railway policy; they may be occasioned, for example, 
by competitive route conditions such as are universally 
recognized, both in the policies of privately owned and 
of publicly owned railways, as justifying special rates. 
Nevertheless, when granted to export traffic, the sus- 
picion always arises that they rest not honestly upon a 
sound basis of this sort, but upon something different 
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and dubious. They are believed to evince an endeavor 
to outwit and circumvent, by hook or by crook, the 
foreign competitor. 

One further case in which misunderstanding and sus- 
picion arise deserves to be noted. The mode in which 
international arrangements for favors in the way of im- 
port duties are brought about may be the cause of irri- 
tation on the part of rival countries. An arrangement 
is now in force between the United States and Brazil, 
by which some American commodities are admitted 
into Brazil on the payment of duties lower than those 
applicable to commodities from other countries. We 
now possess in Brazil the advantage of duties discrimi- 
nating in our favor. This arrangement, however, rests 
officially and formally upon no treaty or commercial 
agreement, but on the voluntary act of Brazil. So far 
as appears upon the official record, that country, out of 
spontaneous friendliness for the United States, volun- 
tarily grants us the discriminating duties. Yet anyone 
conversant with the history of our dealings with Brazil 
knows that the arrangement goes back to a preceding 
period of negotiations and treaties in which we asked 
urgently for favors of the same sort. Whatever the 
formal record, it is not supposed by any open-minded 
and well-informed person that the favors were granted 
without persuasion by our diplomatic representatives. 
Certain it is that they are supposed by other countries 
to have had such a basis and such an origin. We possess 
advantages, but do not come into the open and let it be 
known in what manner or by what sort of persuasion we 
have succeeded in securing them. Our position, at best 
not easily defended, is the more open to attack because 
believed to be not entirely straightforward. 
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III 


I pass now to some considerations of a more general 
sort. What is our present attitude in the international 
sphere ? All relations between nations are in the melt- 
ing pot. The great war has opened a new era. We can- 
not separate our industrial and trade policy from our 
political and military policy. Whatever attitude we 
take toward the world in the larger phases of interna- 
tional politics must be reflected in our policy with regard 
to foreign trade. 

One common attitude should lead us to pause and 
reflect. We are often told of America’s opportunity, of 
the opening made for American trade and American ex- 
ports by the ousting of the Germans and the crippling 
of the European countries which are our allies. We have 
a chance to establish ourselves, it is said. Let us oust 
our rivals, push our trade, get a firm footing, hold our 
gains after the war. 

Much of the language used in this connection has not 
a pleasant or a generous sound. It suggests a spirit of 
rejoicing at a chance to hit one’s rival when he is down. 
We are urged to take advantage of the misfortune and 
weakness of others, and to establish ourselves in their 
places in such a way as to prevent them from having 
any opportunity thereafter. We much resent such an 
attitude when we suspect it in the case of another coun- 
try. Should we not sedulously refrain from manifesting 
an ungenerous attitude ourselves ? 

The war beyond doubt will alter seriously the old cur- 
rents of trade. The force of habit is strong in commerce 
between nations as it is in commerce within a country. 
Many trade arrangements of the past have maintained 
themselves largely by inertia. The war necessarily 
brings a shock, and makes new combinations possible. 
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The situation is not dissimilar in our import trade. 
There too the war has precipitated a change. Some 
commodities formerly imported into the United States 
may never be imported again. In consequence of the 
cessation of imports, goods formerly imported have been 
made by domestic producers who may hold their own, 
even without any changes in our import duties, when 
peace has once been restored. As regards exports also, 
it will probably turn out that some commodities of 
which the foreign sale has been suddenly and even 
dramatically stimulated by war conditions, will con- 
tinue to be exported after the restoration of peace. All 
the ties and traditions of former times have been broken. 
The opportunity is open to all; the field is free. But 
let us enter it as a free and open field, and not endeavor 
to make it a closed field of our own. Let us rest our 
forward endeavors not upon the misfortunes or weak- 
nesses of others, but on our own inherent strength. 
Let us ask no favors, let us use no unfair or deceptive 
devices. Let our true strength be revealed, not our 
weaknesses concealed and overcome by artifice. 

Our general attitude in international affairs has been 
stated in eloquent words and in a noble spirit by Presi- 
dent Wilson. Repeatedly and unequivocally he has an- 
nounced to the world that we have entered the war with 
no selfish aim. We desire no territorial acquisitions, no 
industrial favors. We are fighting for ideals. We have 
unsheathed the sword reluctantly, and only because 
sadly convinced that the world is not safe unless infused 
with a new spirit and readjusted to a safe order. Our 
strength before the bar of the world’s public opinion 
rests upon the unselfishness of our policies. We are 
fighting not for ourselves, but for humanity. 

These reflections on our general attitude, combined 
with a rational conception of the significance of foreign 
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trade and of the best ways of promoting it, lead finally 
to two fundamental conclusions. First, we should cul- 
tivate in our domestic policy and in the ordering of our 
own industrial conditions the spirit of effectiveness in 
industry. Second, we should cultivate in our interna- 
tional arrangements the spirit and the letter of the open 
door. 

First, we should rest competition in the international 
field on the effectiveness of our industries. In the plain 
every day work of the industrial sphere, as well as in the 
higher levels of international politics, we should stand 
for an open and honorable rivalry. The extension of 
our export trade should be based upon effectivness in 
service — on well-paid labor well applied, and on ser- 
viceable goods produced cheaply and offered to all 
comers on the same terms. Our international trade, 
like our international polity, rests on a sound basis only 
if it conduces to the advantage of others as well as to 
ourselves. We shall exchange goods profitably with 
other countries if the profit and the benefit of others is 
no less than our own. And this result is achieved, to 
repeat once more, not by bounties, not by special prices, 
not by overt or furtive discriminations in our favor, but 
by the plain and fundamental fact of doing our work 
well and doing a service to others. The keynote of our 
foreign trade policy should be effectiveness in industry, 
service to all. 

Second, our international policy should be frank and 
open, and in commercial matters that of the open door. 
The open door policy, it need hardly be said, means that 
we wish no special favors for ourselves, and oppose 
special favors to others. We have adopted it and fol- 
lowed it unflaggingly and without qualification in the 
far east. There we have maintained that the United 
States and other nations should all stand upon the same 
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footing in economic and financial competition. We 
believe that all negotiation should be simple and 
straightforward, and that the outcome should be the 
establishment of the same terms for everyone. We wish 
a fair field, an honorable rivalry. It is our pride that 
in the Orient we have nothing to conceal, nothing to ex- 
plain, nothing to apologize for. Our policy in the Occi- 
dent should be no less the cause for a just pride. We 
wish for no discriminations in our own favor, we are 
opposed to discriminations in favor of others. We stand 
for open dealing, open diplomacy, open commerce. 
Our democracy is idealistic; our international aims are 
idealistic; our trade policy should no less rest upon 
ideals. 

F. W. Taussia. 


HarvarRD UNIVERSITY. 














RECENT RAILROAD FAILURES AND 
REORGANIZATIONS 


SUMMARY 


Number of miles placed in receivers’ hands, 1907-17, 446. — List of 
principal companies which failed, 449. — Causes of failure, 454. — Gen- 
eral nature of reorganizations, 462. — Provision for cash requirements, 
466. — Reduction in fixed charges, 467. — Volume of capitalization be- 
fore and after reorganization, 469. — Changes in rates of interest on 
outstanding bonds, 470. — Analysis of capitalization, 472. The use 
of income bonds, 473. — Treatment of outstanding preferred stock, 476. 
— Treatment of general mortgage bonds, 481. — Conclusion, 483. 


I 


Dunrine the period from January, 1907, to December, 
1917, some 59,846 lines of railroad in the United States 
were placed in receivers’ hands. The capitalization of 
this mileage amounted to $3,735,499,496, or a sum equal 
to more than three times the national debt of the United 
States before the present war. Indeed, as late as De- 
cember, 1916, between one-seventh and one-eighth of 
all the railroad mileage of the country was in charge of 
the courts. 

For convenient reference the mileage of railroads 
placed in receivers’ hands during the last ten years may 
be tabulated as shown on page 448. 

Geographically the bankruptcies were concentrated 
in the central portions of the country. No important 
railroad in Trunk Line territory went to the wall, none 
in the northwest, nor, with the exception of the Sea- 
board Air Line, was there any important failure in the 
old South. The accompanying map presents these facts 


in more detail. 
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Mileage Number of oper- 
Owned Operated ating companies 





























1907 Jan. to June..... 206.57 213.11 6 
July to Dec. .... 142.89 131.89 4 
1908 Jan. to June..... 6,910.85 7,417.70 25 
July to Dec. .... 907.36 1,009.43 8 
1909 Jan. to June..... 742.21 723.27 7 
July to Dec. .... 360.77 341.15 5 
1910 Jan. to June..... 284.46 835.39 9 
July to Dec. .... 298.27 52.95 5 
1911 Jan. to June..... 176.10 163.95 8 
July to Dec. .... 2,022.84 2,563.93 4 
1912 Jan. to June..... 3,373.98 4,004.40 14 
July to Dec. .... 606.81 689.27 4 
1913 Jan. to June..... 5,026.63 6,344.78 12 
July to Dec. .... 2,253.66 2,614.77 16 
1914 Jan. to June..... 621.07 753.28 10 
July to Dec. .... 3,269.86 3,404.00 15 
1915 Jan. to June..... 9,065.35 10,281.93 4 
July to Dec. .. . .11,124.34 11,254.12 9 
1916 Jan. to June..... 47.00 47.00 4 
July to Dec. .... 2,603.45 4,304.39 5 
1917 Jan. to June..... 2,046.88 2,056.46 12 
July to Dec. .... 6387.75 639.10 8 
Total to Dec. 31, 1917. .52,729.10 59,846.27 194 


Generally speaking, the failures were in the intensely 
competitive territory of the Central Freight Association, 
and in the less densely settled sections west and south- 
west of the Mississippi River. The south and east did 
not repeat their experience of the Nineties, while the 
transcontinental lines in the main this time managed 
to weather the storm. 

During the whole period the number of great systems 
which failed was comparatively small. Although one 
hundred and ninety-four companies in all entered re- 
ceivership in eleven years, yet approximately 53 per 
cent of the total bankrupt mileage was embraced in 
three systems or groups of systems: first, the Chicago, 
Rock Island & Pacific; second, the St. Louis & San 
Francisco, including the Chicago & Eastern Illinois; 
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third, the companies which at one time or another were 
combined under the leadership of Mr. Gould. The 
great outstanding facts of the period were, indeed, the 
inability of Mr. Gould to hold his transcontinental sys- 
tem together, and the separation and eventual collapse 
of the railroads at one time centralized under the finan- 
cial management of the Moores and of Messrs. Reid and 
Yoakum, working through the Rock Island Company. 

In order to get before us more fully the circumstances 
of the period so far as railroad failures are concerned, 
certain information will be given, relating not only to 
the three groups mentioned but to other important 
companies as well. 

The following list of railroads includes all those fail- 
ing between January, 1907, and December, 1917, which 
operated a mileage of over 500 miles. This list will form 
the basis of our detailed discussion: 


Mileage Receiver 
Name of railroad operated appointed 
Seaboard Air Line................. 2,998 January 1908 
Chicago Great Western............ 818 January 1908 
International & Great Northern..... 1,160 February 1908 
Western Maryland................ 543 March 1908 
Wheeling & Lake Erie............. 504 June 1908 
Norfolk & Southern............... 582 July 1908 
Atlanta, Birmingham & Atlantic... . 641 January 1909 
I ic kc bc éancasemaes 2,515 December 1911 
Kansas, Mexico & Orient.......... 634 March 1912 
Pere Marquette ........ ccc ccc ceee 2,330 April 1912 
Chicago & Eastern Illinois......... 1,275 May 1913 
St. Louis & San Francisco.......... 6,042 May-July 1913 
Cincinnati, Hamilton & Dayton..... 655 July 1914 
International & Great Northern..... 1,160 August 1914 
pee eee ee 946 March 1915 
Chicago, Rock Island & Pacific..... 8,602 April 1915 
PE NINN 6 0:6 .0:0.0:4.0.056 400-0 7,043 August 1915 
Missouri, Kansas & Texas.......... 3,621 September 1915 
Boston & Maine.................- 2,298 August 1916 
Ps 5 odo ie cciecreress 1,944 October 1916 


Reasiied April 1917 
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Taken as a whole this is a distinctly weak group. 
Without going into details for each railroad included in 
it, the general statement may be made that the credit 
of no single system except that of the Boston & Maine 
was better than second class. In some cases, tho not 
in all, the capitalization per mile was high, and the 
fixed charges correspondingly great. In the majority 
of cases earnings per mile were below the average for 
the country or for the section in which the mileage 
lay, while expenses were not markedly inferior to this 
average. Two railroads, the Pere Marquette and the 
Seaboard Air Line, had recently been subject to receiver- 
ship or reorganization. In the case of a number of 
others the management might properly be called specu- 
lative. This was particularly true in the case of the 
Rock Island and the St. Louis & San Francisco com- 
panies, but the whole Gould system was subject in a 
measure to the same reproach. Generally speaking, 
the percentage of fixed charges to net income was ex- 
ceedingly high, especially in the later years of the 
period, and this was both a result and a cause of the 
low price obtained for new securities sold. Yet operat- 
ing ratios were also high and increasing. 

The first railroad of the group which failed was the 
Seaboard Air Line Railway, in January, 1908. The 
Seaboard Air Line was a company of some 2500 miles, 
connecting Richmond, Virginia, with Wilmington, Sa- 
vannah, Atlanta, and Montgomery. It had been organ- 
ized in 1900 as a consolidation of a number of separate 
companies, but seems never to have been profitable. In 
part this was due to competition, and to the general 
low density of traffic in southern territory, but in part 
also to inadequate equipment, more or less demoralized 
organization, and consequent high operating expense. 
For a number of years before 1908 operating ratios 
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ranged from 66 per cent to 79 per cent. The company’s 
credit suffered also from a series of bitter disputes 
between Mr. John Skelton Williams, who had created 
the system, but who later was forced to retire, and a 
group of New York financiers who succeeded him. In 
1904 backers of the company were compelled to organize 
a holding corporation in order to raise funds to pay Sea- 
board Air Line floating debts. In 1907 Seaboard Air 
Line earnings and income dropped below expenses, and 
in January, 1908, with declining revenue, and unable 
to market its securities, the company was obliged to 
suspend. Its total earnings for the year ending June 
30, 1908, were $16,810,514, and its expenses, including 
fixed charges, were $18,100,703. 

The second large failure was that of the International 
& Great Northern Railroad. This company had been 
skirting the edge of bankruptcy for years. In 1904, 
1905, and 1906 it had earned less than enough to meet 
operating expenses and fixed charges, and in but one 
year between 1898 and 1907 had it secured a surplus 
of over $100,000. The company’s expenses were heavy, 
its business was light, and the condition of its roadbed 
aud rolling stock poor. In the latter part of 1907 earn- 
ings began to decline, while about the same time the 
Texas Railroad Commission issued orders that certain 
improvements should be made, including the laying of 
ballast and the renewing of ties on portions of the line. 
There is every probability that the company would have 
been compelled to default without the Railroad Com- 
mission’s order, but these new requirements placed the 
matter beyond question. Mr. T. J. Freeman was ap- 
pointed Receiver on February 26, 1908. 

Besides the Seaboard Air Line and the International 
& Great Northern no railroad failed in 1908 which oper- 
ated as much as 1000 miles of line. Important among 
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the smaller companies placed in receivers’ hands were, 
however, the Chicago Great Western, the Western 
Maryland, the Wheeling & Lake Erie, the Wabash 
Pittsburg Terminal, and the Norfolk & Southern. The 
first three of these companies seem to have been caught 
with maturing indebtedness or outstanding short term 
notes which they found it impossible to renew. The 
Wheeling & Lake Erie was also heavily overcapitalized, 
and suffered severely from a decline in earnings which 
took place in 1908. The Wabash Pittsburg Terminal 
had a debt of $50,236,000 on sixty-seven miles of line, 
and in 1908 failed to earn its fixed charges by over 
$900,000. The enterprise had been mistaken in its 
conception, and extravagant in its execution; its failure 
under any great pressure was to be expected. Under 
ordinary circumstances Mr. Gould might have been 
expected to assist these two essential links in his trans- 
continental line, but the fact that he had used the 
- credit of his more prosperous companies in previous 
years to finance western extensions put it out of his 
power at this time to extend financial aid. The remain- 
ing company, the Norfolk & Southern, was a combined 
railroad and a lumber enterprise, organized in Novem- 
ber, 1906, through the consolidation of five smaller 
companies. In the year ending June 30, 1908, it failed 
to earn its charges by $485,934 and found it necessary 
to charge to Profit & Loss some $726,102 more. Some 
readjustment of its financial obligations was a matter 
of evident necessity. 

So far as the failures of 1908 are concerned, it is safe 
to say that they were the natural and normal result of 
crisis conditions acting on weak railroad systems. The 
general railroad situation was sound, but a few com- 
panies could not stand the strain. It is when we come 
to the latter part of the decade that conditions become 
more serious. 
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The companies referred to in the chart are those failing between 
January, 1907, and December, 1917, which operated a mileage of over 
500 miles. See p. 449. 
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The period 1907-1916 was one of rapidly increasing 
expenses of railroad operation. Prices of articles which 
the railroads had to buy grew higher all along the line, 
yet revenues did not grow to correspond. What this 
meant to the weaker railroads of the country may be 
summarily stated in the chart on page 453, in which the 
income and outgo for fourteen years is given per mile 
for the nineteen largest companies which failed during 
the period. 

Plainly, income and outgo gradually grew together 
during the years covered by the above chart, until the 
cost of earning a dollar became greater than the dollar 
itself. Doubtless the better and stronger railroads of 
the country could resist pressure like this, for a time at 
least, but the weaknesses of other companies were piti- 
lessly revealed. Generally speaking, the whole railroad 
net of the country was in a worse condition in 1911 than 
it had been in 1907 and was still worse in 1914 than in 
1911. The renewal of panic conditions was certain to 
be more disastrous than it had been at the beginning of 
the decade, while even in times of relatively active busi- 
ness an increasing number of companies was likely to 
go to the wall. 

The large railroad companies which failed between 
1908 and 1914 were three in number: The Wabash in 
1911, the Pere Marquette in 1912, and the St. Louis & 
San Francisco, including the Chicago & Eastern IIli- 
nois, in 1913. One may speak of them as “ ad interim ”’ 
failures. The mileage of the Wabash lay in the com- 
petitive territory between St. Louis and Toledo. It was 
an old road, heavily capitalized, which lacked money 
for necessary improvements, and even, according to its 
managers, for adequate maintenance. It had, more- 
over, become involved in heavy obligations in connec- 
tion with its purchase of the Wheeling & Lake Erie 
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Railroad and the Wabash Pittsburg Terminal, and had 
used for speculative extension credit which should have 
been employed to finance additions and betterments to 
its own lines. Even the exceptionally able management 
of Mr. F. A. Delano had failed to place the Wabash on 
a secure footing, while the refunding of its debenture 
bonds in 1906 had increased its fixed charges with- 
out substantially increasing its ability to raise funds. 
In the year ending June 30, 1911, the company failed 
to earn its interest charges by over $200,000. In the 
succeeding months earnings continued to decline. 
$7,500,000 were required immediately for new cars and 
equipment; yet the money could not be found. A 
committee to readjust the finances of the road was ap- 
pointed in December, and a receiver was soon after- 
wards applied for. 

The troubles of the Pere Marquette dated back many 
years. This company had failed in 1905 and had been 
reorganized two years later. In 1908 it fell short of 
earning its fixed charges by $393,667. In the two fol- 
lowing years it managed to meet expenses, but in 1911 
it fell hehind nearly two million dollars and in 1912 its 
record was even worse. The fundamental difficulties of 
the company were due to the cutting over of the Michi- 
gan forests and to the consequent decline of its lumber 
traffic, to high capitalization, increasing expenses, and 
to legislative regulation of rates and fares. With fixed 
charges of $2473 per mile and net income of $1467 (in 
1911) and with an operating ratio of 80 per cent it was 
_not to be expected that it could remain solvent. The 
property was at one time controlled by the Cincinnati, 
Hamilton & Dayton. 

The failure of the St. Louis & San Francisco Railroad 
is attributed by the Interstate Commerce Commission 
to the excessive prices paid for certain subsidiary prop- 
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erties, notably the Chicago & Eastern Illinois and lines 
in southern Texas; to the large profits made by insiders 
in connection with new construction in the Southwest; 
and to the sale of securities at such low prices as to 
indicate a deplorably weakened credit or extravagant 
arrangements with bankers. Many of these transac- 
tions resulted in substantial profits to Mr. Yoakum, 
the dominating influence in the St. Louis & San Fran- 
cisco affairs, at the expense of the company itself. 
Their result was a high and increasing funded debt, and 
interest charges which grew from $1741.91 per mile in 
1897 to $2774.81 per mile in 1913. In 1902 interest 
charges absorbed 39.45 per cent of net earnings; in 1913 
they absorbed 75.41 per cent. Failure occurred as the 
immediate consequence of the company’s inability in 
1913 to obtain the extension of $2,500,000 in short 
term notes which then fell due. The bankruptcy of the 
St. Louis & San Francisco carried with it the failure of 
its subsidiary, the Chicago & Eastern Illinois, a com- 
pany which was also suffering in 1913 from high operat- 
ing expenses and a substantial decline in earning. 
Principal among the minor failures of the period were 
those of the Atlanta, Birmingham & Atlantic and of 
the Kansas City, Mexico & Orient. The former com- 
pany was conceived and promoted in 1905 by Boston 
and Atlanta capitalists in order to develop the port of 
Brunswick, Georgia, in competition with Savannah. 
It was capitalized on the basis of an earning power 
which failed to develop, and with the falling off in busi- 
ness in 1908, it passed into receivers’ hands. The Kan- 
sas City, Mexico & Orient was an uncompleted project 
for a railroad from Kansas City, Missouri, through 
Kansas, Oklahoma, and Texas to the west coast of 
Mexico. The parties back of the scheme lacked ade- 
quate banking connections, and proved unable to sell 
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sufficient securities after 1908 to enable them to con- 
tinue with their plans. 

This concludes the list of what have been called the 
“ad interim ’”’ failures. Each failure was that of a 
weak company suffering from mismanagement, exces- 
sive charges, or low earning capacity. Each took place, 
moreover, at a time when a rapid and general advance 
in railroad operating expenses bore heavily on railroad 
enterprises of every sort. We come now to the final 
group of railroad failures, those which occurred after 
the outbreak of the European war. 

The immediate effect of the war was to give a severe 
shock to credit, which was followed by a sharp decline 
in railroad revenues. Somewhat later the increased 
prices due to war demands and to currency inflation 
intensified the strain to which railroads all over the 
country were subject. A considerable number of fail- 
ures was normally to be expected. 

The first considerable bankruptcy in 1914, however, 
occurred before the outbreak of the European war. 
This failure was that of the Cincinnati, Hamilton & 
Dayton Railroad. Fifteen years ago the Cincinnati, 
Hamilton & Dayton was a reasonably prosperous under- 
taking, which operated 652 miles of line in the states of 
Ohio and Indiana, and reported a surplus of $558,000 
for the year. According to the Interstate Commerce 
Commission, the company was forced by its owners 
after 1902 to finance a number of transactions which 
involved it in heavy loss. Reference is made particu- 
larly to the purchase of Pere Marquette stock for $125 
a share, stock that was subsequently sold to J. P. Mor- 
gan & Co. for $23 a share at a loss aggregating over 
twelve million dollars, and to the retirement of the Day- 
ton’s own preferred stock by the sale of collateral trust 
interest-bearing notes. As a result of these and other 
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operations, fixed charges grew from $1944 per mile to 
$3851, while the net income of the company declined 
from $2036 per mile in 1905 to $551 in 1914. There was 
not a year during the period when the company paid its 
way. In 1914 the operating ratio was 92 per cent, an 
increase from 74 per cent in 1912. The Cincinnati, 
Hamilton & Dayton had been placed in receivers’ 
hands in 1905. It returned there in 1914 naturally 
and without power to resist. 

In August, 1914, occurred the second failure of the 
International & Great Northern. This company under- 
went a sensational decline in earnings between 1913 and 
1915, which cut its net income in half, and transformed 
a moderate surplus into a deficit of $1,121,397. The 
cause of its bankruptcy in 1914, however, was the ma- 
turity of eleven million three-year 5 per cent notes 
which had been issued under the reorganization plan of 
1911, and which the company found it impossible to 
renew. 

Five months later the Chicago, Rock Island & Pacific 
went to the wall. The net earnings of this corporation 
in 1914 were $2,454,106 less than they had been in the 
preceding year, while its fixed charges and taxes had 
increased by $342,883. The real reason for the failure, 
however, lay in the impaired credit of the company, 
which in turn had resulted from its reorganization in 
1902, and from heavy losses incurred in connection with 
a series of financial transactions in which the Rock 
Island became involved under the direction of an un- 
scrupulous and speculative management. These losses 
were estimated by the Interstate Commerce Commis- 
sion to have amounted to more than twenty million 
dollars, spread over a period of about twelve years. 

Following the failure of the Rock Island came in 1915 
those of the Western Pacific, Missouri Pacific, St. Louis, 
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Iron Mountain & Southern, and Missouri, Kansas & 
Texas. The Western Pacific was a railroad which was 
built by the Gould interests in order to complete their 
transcontinental lines, and to free themselves from the 
domination of the Southern Pacific. It proved unable 
to earn as much as was expected, and cost between 
fifty-five and sixty million dollars instead of the thirty- 
five million dollars of the original estimate. The road 
was built entirely from the proceeds of bond issues, and 
failed for the very simple reason that it could not earn 
fixed charges of $2,500,000 per year. 

The Missouri Pacific was likewise a Gould road, and 
one which suffered heavily from the inability of the 
Gould system generally to operate at a profit. The 
Wabash bankruptcy alone cost it several million dollars 
through the loss in value of the Wabash stock which it 
held. Like the Wabash the credit of the Missouri Pacific 
had been used to finance other Gould projects. Its 
capitalization was excessive, and for several years fixed 
charges had exceeded the net income. Notes to the 
amount of nearly twenty-five million dollars matured 
in 1914. The operating ratio of the company was high, 
but had not notably increased during the few years 
previous. The St. Louis, Iron Mountain & Southern 
was a part of the Missouri Pacific system and went 
down with it, suffering particularly from the inability 
of the Texas & Pacific to pay interest on Texas & Pacific 
income bonds. 

Still another Gould property was the Missouri, Kan- 
sas & Texas, a system of 3865 miles reaching from St. 
Louis and Kansas City to San Antonio and Galveston. 
Representatives of bankers who examined the property 
in 1916 reported that this company would have to spend 
$64,764,750 in eight years to put it in first class condi- 
tion and that the expenditure of $26,636,000 in two 
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years was essential. Physically the railroad company 
was in poor condition. It also suffered from extremely 
heavy interest charges, and from a disproportionate 
amount of short time indebtedness. The system had 
expanded rapidly between 1910 and 1916 with inade- 
quate capital and credit, under the control of parties 
who preferred dividends to the investment of surplus 
earnings in well conceived improvements. In 1914 
the property had an operating ratio of 72 per cent, 
while fixed charges took up 93 per cent of its net 
income. This was not the kind of financial prepara- 
tion calculated to meet successfully a decline of sur- 
plus revenue of $1,500,000 which took place the same 
year. 

We have now to mention only two remaining bank- 
ruptcies, those of the Texas & Pacific, and of the Boston 
& Maine. Both occurred in 1916. The Texas & Pacific 
Railroad ran from New Orleans to Sierra Blanca, Texas. 
It seems to have been in rather better financial condi- 
tion at the time of its failure than most of the Gould 
lines, both in respect to capitalization and in respect to 
earnings. It was hampered in financing improvements, 
however, by an inelastic federal charter, and was forced 
into receivers’ hands by the institution of suits demand- 
ing payment of certain overdue notes which the com- 
pany was unable to meet, together with $23,872,228 of 
interest alleged to be in default on second mortgage 
bonds. The Missouri Pacific owned practically all of 
the second mortgage bonds and a large block of Texas 
& Pacific stock. 

The circumstances leading to the receivership of the 
Boston & Maine are fresh in the public mind. This 
failure did not take place in 1916 because of conditions 
peculiar to that year — on the contrary the earnings 
of the company in 1916 were unusually good. But the 
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company was handicapped by its relations to a large 
number of subsidiary lines, the earnings of which no 
longer justified the rentals which were being paid them 
by its connection with the New York, New Haven & 
Hartford, and by the unwillingness of its management 
to cease the payment of dividends long after the com- 
pany’s finances demanded such action. The decline in 
value of Boston & Maine stock from $180.50 in April, 
1906, to $21 in January, 1918, was one of the severest 
blows which has been dealt the small investor in American 
railroad securities in recent years. The immediate cause 
of the failure was the maturing of a large quantity 
of short term notes, and the decision of the manage- 
ment to make no further effort to extend these notes 
in view of the pressing need for a general financial 
readjustment. 

Summarizing the causes of the failures of the large 
railroad companies to which individual reference has 
been made, we may say in the first place that underlying 
conditions were largely responsible. The period 1908- 
1916 witnessed two severe shocks to railroad credit, one 
in 1907, and the other in 1914, each followed by a sharp 
decline in railroad earnings. Moreover, during all these 
years, a tendency of railroad operating expenses to rise 
more rapidly than railroad earnings is plainly discerni- 
ble, due to causes over which the railroads had no con- 
trol, Conditions like these imposed a strain upon all 
the railroads of the country, which the weaker com- 
panies proved unable to withstand. The reasons why 
certain railroads and not others, however, were the 
ones to succumb must be sought in the individual ex- 
perience of the different companies. Thus it appears that 
a number of railroads exposed themselves to disaster by 
undue reliance upon short time financing to meet their 
capital requirements. Such were the Chicago, Rock 
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Island & Pacific, St. Louis & San Francisco, Chicago 
Great Western, Missouri Pacific, Wheeling & Lake 
Erie, and a number like them. Other companies, and 
this is true of most of those which failed, accumulated 
a load of fixed charges which only a continued period of 
prosperity could have enabled them to bear. Still others 
were guilty of unwise extensions, as in the case of the 
Western Pacific and the Wabash Pittsburg Terminal. 
Finally, there was the effect of legislation, competition, 
abuse of fiduciary position by parties in control, exces- 
sive dividends, and in some cases the long delayed 
result of policies adopted a generation before. The sys- 
tems which failed were not as a rule financially sound — 
a fact which had to be taken into account in providing 
for their financial reorganization.! 
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Out of twenty-one companies operating five hundred 
miles of line or more that failed between 1907 and 1917, 
five were set on their feet between 1909 and the end of 
1911, ten were reorganized between November, 1915, 
and June, 1917, and six were still in receivers’ hands at 
the time of writing (December, 1917). This last men- 
tioned group includes the Chicago & Eastern Illinois, 
the International & Great Northern, Missouri, Kansas 
& Texas, Boston & Maine, Texas & Pacific, and the 
Kansas City, Mexico & Orient. With two exceptions, 
it consists of companies which have failed since August, 
1914. 

From the point of view of thoroness the completed 
reorganizations fall into two groups. In the first group, 


1 A considerable quantity of material bearing upon the causes for recent railway 
failures has been intelligently compiled by W. C. Fankhauser, Stock and Bond Expert 
for the California Railroad Commission. This material has recently been filed with 
the Newlands Joint Committee on Interstate Commerce. 
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which includes the Chicago Great Western, Seaboard 
Air Line, Western Maryland, International & Great 
Northern (1911), and the Chicago, Rock Island & 
Pacific, the bankers in charge of proceedings contented 
themselves in the main with clearing away the exist- 
ing floating debt, retiring one or more of the junior 
bond issues, usually small in amount, and in some cases, 
but not in all, making provision for the issue of bonds 
in the future to secure to the railroad system new capital 
as it was needed. In the second group may be placed 
those companies which, like the Norfolk & Southern, 
Atlanta, Birmingham & Atlantic, Cincinnati, Ham- 
ilton & Dayton, Western Pacific, Pere Marquette, 
Missouri Pacific, and St. Louis & San Francisco, under- 
took a comprehensive readjustment of their capital 
obligations, with the intent not only to provide for 
pressing needs, but to reduce also fixed charges so 
drastically as to make future difficulties in the highest 
degree unlikely. 

To some extent the difference between the two groups 
may be attributed to the dates at which the reorganiza- 
tions took place. With one exception, the Norfolk & 
Southern, none of the large railroads which were re- 
organized between November, 1909, and September, 
1911, accomplished any thorogoing readjustment. The 
later difficulties of the period were not then foreseen. 
On the other hand, eight out of the ten reorganizations 
which took place after the outbreak of the European 
war were marked by extensive reductions in fixed 
charges and by far reaching series of exchanges of old 
securities for new. Yet there were individual differences 
between the companies which also helped to account for 
the different policies pursued. The Chicago Great 
Western, which was the first of all the large corpora- 
tions to emerge from bankruptcy, failed because of its 
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inability to meet $3,342,545 in short term notes which 
had become due, and because of the threatening ma- 
turity of other similar issues. The problem of this com- 
pany seemed therefore relatively simple. Its principal 
financial task was that of paying off its floating debt, 
and of providing certain necessary funds for future 
improvements. In the case of the Chicago, Rock Island 
& Pacific the reorganization was preceded by the fore- 
closure of the Chicago, Rock Island & Pacific Railroad 
collateral bonds secured by the stock of the operating 
company, which had the effect of sloughing off the 
top-heavy capitalization of the Rock Island Company, 
and left the railway company with relatively little to do 
in the way of readjustment of its own obligations. 
Doubtless also the prominence which inability to pay 
maturing obligations assumed in the weeks before failure 
had something to do with the nature of the reorganiza- 
tion of the Western Maryland. Yet here, as still more 
strikingly in the case of the International & Great 
Northern and the Seaboard Air Line, it proved unfor- 
tunate that the managers of the companies did not 
seize the opportunity to place their enterprises upon a 
permanently stable basis. 

The first problem which the reorganizations from 1907 
to 1917 had to meet was that of making provision for 
their cash requirements. The sums which the bankrupt 
companies had to raise during the period were large — 
in fact the cash requirements of the fifteen companies 
under discussion amounted to more than $221,000,000. 
This sum had accumulated in the usual way. It repre- 
sented overdue interest, unpaid operating expense, and 
the ordinary run of floating debt which piles up before 
a railroad failure. In part also it was the result of 
the expenses of reorganization itself, for the cost of 
legal proceedings, counsel fees, syndicate commissions 
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and the like often ran into large figures. Thus at 
the time its reorganization plan was published, the 
Western Pacific expected to pay nearly two million dol- 
lars for costs of reorganization. Nor was this unusually 
high. The Atlanta, Birmingham & Atlantic, a company 
operating only 641 miles of line, with net operating 
revenues in 1915 of less than $140,000, had to set aside 
$178,500 for counsel fees, $216,000 for commissions to 
syndicate managers and underwriting syndicates, and 
$269,771 for other reorganization expenses. The Pere 
Marquette paid $675,000 for the work of its reorganiza- 
tion committees alone, and estimated that the total 
expenses for readjustment of its finances would amount 
to $2,679,000. The Wabash likewise estimated its ex- 
penses of reorganization at $3,449,500; and the Wheel- 
ing & Lake Erie proposed to raise for the same purpose 
$2,556,249, a sum which included in this case a provision 
of working capital for the new company. These were 
very considerable sums for bankrupt companies to 
charge to their expense accounts. 

On the other hand, a very considerable portion of the 
money raised represented new productive investment. 
In the case of the St. Louis & San Francisco this item 
of new investment amounted to nearly $11,000,000. In 
that of the Chicago Great Western, $9,892,274 was spe- 
cifically set aside to cover the cost of rehabilitation, 
additional terminals, equipment, and shops. Likewise 
the Missouri Pacific provided $12,713,792 to cover the 
cost of additional working capital, new equipment and 
immediate improvements, as well as for readjustment 
expenses and the payment of loans. Other companies 
made varying but similar provisions. This was a very 
different matter from the cash requirements arising out 
of reorganization expense. The companies which raised 
money for physical rehabilitation possessed increased 
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assets of considerable importance which might legiti- 
mately offset an increase in capitalization. Those which 
needed funds to pay counsel fees, on the contrary, had 
nothing but receipted bills for outlays which ought 
never to have occurred. 

Cash requirements may be met by assessments upon 
security holders, by the sale of stock or bonds, or by a 
combination of these two methods. Examination shows 
that only about one-half of the fifteen companies con- 
sidered made any use of assessments as a means of rais- 
ing cash. The following table indicates the amount and 
distribution of assessments where any occurred in the 
reorganizations of the period: 











Common Ist 2d Junior 
Name of company stock preferred | preferred securities 
Chicago Great Western.....| 15 15 
Western Maryland........ 40 fy i 
Wheeling & Lake Erie...... 27 27 27 
i re ana a SE 30 30 nae oan 
Pere Marquette........... 10 10 10 25-40 % on 
refunding 
mortgages, 
debentures 
and collateral 
trust bonds 
St. Louis & San Francisco..| 50 50 50 rae 
Missouri Pacific........... 50 




















The remaining companies relied on the sale of new 
securities to meet their cash requirements, protecting 
themselves against failure by contracts with under- 
writing syndicates. Examples of this procedure 
were the issue by the Seaboard Air Line and sale of 
$18,000,000 of adjustment bonds, the sale by the In- 
ternational & Great Northern of $11,000,000 three- 
year notes payable in 1914, and that by the Kansas 
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City, Mexico & Orient of $5,640,200 six per cent notes 
payable two years after date. For the same purpose 
the Atlanta, Birmingham & Atlantic placed $30,000,000 
of its common stock with a syndicate at the not un- 
reasonable price of $12 per share, while the Western 
Maryland combined an assessment with an offer of 
stock to its former shareholders at $40. The best de- 
fense of this kind of financing is the fact that assess- 
ments are sometimes very difficult to collect, especially 
when the reorganization has been otherwise drastic. 
Yet in the case of the International & Great Northern 
and the Kansas City, Mexico & Orient the issue of short 
time notes was a direct cause of renewed bankruptcy, 
while the issue of large quantities of low grade securities 
by other companies was not calculated to improve their 
credit. When assessments were levied, preferred stock 
was usually given for the cash paid in, altho the St. 
Louis & San Francisco and Missouri Pacific offered new 
bonds in exchange. 

With this brief outline of the provision which recent 
reorganization plans made for their cash requirements, 
we may pass to the question of fixed charges. The fol- 
lowing table gives the fixed charges for interest and 
rentals before and after reorganization, for the principal 
railroads, the finances of which were overhauled during 
the period which we are considering. 

It is plain that a substantial reduction in fixed charges 
was the rule in these reorganizations. A single excep- 
tion, the case of the Chicago Great Western, is ac- 
counted for by the unusual proportion of debenture 
bonds and stock in the capitalization of that corpora- 
tion before reorganization took place. It must be 
remembered, moreover, that railroad property after re- 
organization is frequently able to bear heavier charges 
than before reorganization by reason of the considerable 
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Freep Caarces (INTEREST AND RENTALS) 























Name of eompeny Bez. | Stes. |e 
rganization d 

Seaboard Air Line............... $4,035,868 | $3,681,091%) 8.79 

Chicago Great Western.......... 1,008,768} 2,751,576 | 172.761 
International & Great Northern 1,918,008 | 1,379,137 | 28.09 
Western Maryland.............. 2,742,074 2,240,236 18.30 
Wheeling & Lake Erie........... 1,849,516 875,7134| 52.65 
Norfolk & Southern............. 1,101,468 509,049 | 53.79 
Atlanta, Birmingham & Atlantic...| 1,279,122 204,500‘) 84.01 
Rese) OR aa 7,581,802 | 5,038,861 | 33.54 
Kansas City, Mexico & Orient.....| 1,033,758 338,412 | 67.26 
Pore Marquette. ........0...005: 4,492,2565 2,352,4764| 47.63 
St. Louis & San Francisco........ 12,160,995 | 9,158,190 | 24.69 
Cincinnati, Hamilton & Dayton...| 2,417,803 | 1,251,553") 48.23 
ME UID 6 Sng cacscecccces 4,088,029* 1,090,641° 73.32 
Chicago, Rock Island & Pacific... .| 14,323,732 | 12,385,036 | 13.53 
Missouri Pacific................. 13,354,005"| 9,773,233 26.81 
ee ce es $73,387,204 $53,029,704 | 27.74 





new cash investment in the road; and to the extent of 
this gain in strength a comparison of charges before and 
after reorganization gives a misleading result. Indeed, 
the fixed charges of $1,090,641, reported in 1917 by a 
company like the Western Pacific, represented almost 
entirely interest on new expenditure, which was confi- 
dently expected to earn its charges. Substantially the 
same can be said of the reorganization of the Atlanta, 
Birmingham & Atlantic, and to a greater or less extent 
it is true of all the companies for which figures are 
given. 


1 Increase. 
2 Does not include $832,650 non-obligatory interest on debentures. 
* Does not include $1,129,426 interest on debentures. 


« Estimated. 
§ Does not include $300,000 interest on debentures. 
* Does not include int t on ed indebted 





7 Does not include rentals. 





<I PI 
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The reader’s attention is now directed to a compari- 
son of the capitalization of fifteen bankrupt railroads 
after reorganization, with the capitalization of the same 
railroads before reorganization. 


CaPITALIZATION BEFORE AND AFTER REORGANIZATION 




















Before re- Af 
Name of company organization a ne dnny yh 

Seaboard Air Line.............. $139,108,500| $158,746,000} 14.11 ‘<a 
Chicago Great Western.......... 125,223,351 122,999,013 mo 1.79 
International & Great Northern. .. 38,765,350 35,457,000 ate 8.53 
Western Maryland............. 76,638,225 84,912,385| 10.80 ? 
Wheeling & Lake Erie........... 66,662,997 73,668,858 | 10.51 a 
Norfolk & Southern............ 39,517,198 27,122,200 ‘a 31.36 
Atlanta, Birmingham & Atlantic... 60,096,591 39,290,000 aa 34.62 
See ee ere 200,685,377 | 205,118,000} 2.21 Sd 
Kansas City, Mexico & Orient... .. 50,582,751 25,640,200 ne 49.31 
Pere Marquette................. 108,325,129 105,000,000 ot 3.07 
St. Louis & San Francisco........ 284,508,618} 319,221,998; 12.20 ind 
Cincinnati, Hamilton & Dayton. .. 62,732,775 33,746,650 as 46.21 
WEEE SII 5.6000 ccc ccnsecs 150,000,000 95,000,000 sk 36.67 
Chicago, Rock Island & Pacific....| 331,197,105| 360,940,994 8.98 - 
Missouri Pacific. ............... 363,296,340} 379,372,219] 4.42 

MAb dtd is sncnes raced $2,097,340,307 |$2,066,235,517 1.48 

















In five cases, those of the Western Pacific, the Cin- 
cinnati, Hamilton & Dayton, the Norfolk & Southern, 
the Atlanta, Birmingham & Atlantic, and the Kansas 
City, Mexico & Orient, the wiping out of junior securi- 
ties or stock occasioned a considerable reduction in 
capitalization. The Norfolk & Southern sacrificed its 
preferred and common stock, and preserved only its 
prior liens and first refunding 5’s, which together ap- 
proximately represented the original cash investment 
in the property. The Cincinnati, Hamilton & Dayton 
reduced its general mortgage bonds and its outstanding 
obligations to the Baltimore & Ohio. The Kansas City, 
Mexico & Orient wiped out its preferred and common 
stock. The Atlanta, Birmingham & Atlantic eliminated 
its general mortgage bonds, while the Western Pacific 
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repudiated its second mortgage bonds, altho these 
probably represented in large part actual investment. 
On the other hand, the Seaboard Air Line, the Western 
Maryland, the Wheeling & Lake Erie, the St. Louis & 
San Francisco and the Chicago, Rock Island & Pacific! 
actually increased their capitalization as a result of 
reorganization; while other companies came out of 
receivers’ hands with a capitalization not very different 
in respect to the total amount of securities outstanding 
from that with which they went in. Taken as a group 
no considerable attempt to reduce capitalization is ap- 
parent. It was not in this way that fixed charges were 
reduced. 

Nor does it appear that the railroads which reorgan- 
ized between 1907 and 1917 were able in any important 
degree to cut down the rates of interest which they were 
compelled to pay. In this respect the reorganizations 
of the period under review differed materially from 
those completed in the nineties, owing to the general 
rise in interest rates characteristic of the time. The 
following table illustrates this point by giving the ag- 
gregate bond issues at different rates for fifteen bank- 
rupt companies both before and after reorganization. 

Among the large issues at low rates put out in the 
course of reorganization were the Missouri Pacific 4’s 
maturing not later than 1975, and authorized up to one 
hundred million dollars; the St. Louis & San Francisco 
prior lien 4’s, series A, maturing in 1950, and au- 
thorized up to two hundred and fifty million dollars; 
and the Seaboard Air Line’s refunding 4’s maturing 
in 1959 and authorized to a total of one hundred and 
twenty-five million dollars. Both the Missouri Pacific 


1 This does not take into account the earlier elimination of the securities of the Rock 
Island Co. by foreclosure of the Chicago, Rock Island & Pacific R. R. bonds. If we in- 
clude this operation the capitalization of the Rock Island lines would show a material 
decrease. 








i TL I Oe 

















RAILROAD FAILURES AND REORGANIZATIONS 471 


Rates or Interest Berore AnD AFTER REORGANIZATION 

















(15 Roads) 
Before reorganization After reorganization 
Rate of int 
Amount Per cent Amount Per cent 
3} $5,569,950 39 $5,569,950 50 
4 661,974,010 46.88 543,323,044 48.36 
4} 57,098,140 4.04 51,043,140 4.54 
5 550,366,090 | 38.98 390,402,573 | 34.74 
6 132,201,319 9.36 131,035,318 | 11.66 
7 348,000 .02 348,000 .03 
~ 1,211,250 09 1,211,250 ll 
Not specified 3,341,147 .24 683,770 .06 
Total...... $1,412,109,906 | 100.00 |$1,123,617,045 | 100.00 

















and the St. Louis & San Francisco put out new issues 
at 5 per cent, however, contemporaneously with those 
just mentioned, while it is to be noted that under the 
terms of their principal mortgages both companies re- 
served the right to place bonds at rates of interest not 
exceeding 6 per cent, if they should feel it necessary. 
There is apparent on the whole some decline in the per- 
centage of bonds bearing interest rates of 5 per cent, 
but the change is very slight and the relief obtained 
from this cause inconsiderable. As compared with the 
reorganizations of the nineties a strikingly large pro- 
portion of the new securities put out during the last 
ten years bore interest at the rate of 5 per cent or 
higher. The unsatisfactory condition of the money 
market is evidenced by the further fact that none of 
the large new issues of bonds under the various reor- 
ganization plans ran for more than fifty years. 

The principal device by which reorganizing railroads 
reduced their interest charges between 1907 and 1917 
was by the substitution of securities, the payment of 








472 QUARTERLY JOURNAL OF ECONOMICS 


the interest on which was optional, for securities which 
called for a fixed payment in good times or in bad. In 
other words, old mortgage bonds were called in and 
income bonds or stock issued in their stead. This was 
a practice already well known in the nineties. The fol- 
lowing analysis of the total capitalization of fifteen 
bankrupt railroads before and after reorganization will 
make evident the sort of exchanges which took place. 


ANALYsIs OF CAPITALIZATION BEFORE AND AFTER REORGANIZATION 


Before Reorganization 











Per Per 
Per cent} cent cent | Per cent 

Name of company pmertanee ineome ‘ i open Total 

stock 
Seaboard Air Line............. 54.8 0.2 | 18.0 | 27.0 100 
Chicago Great Western........ 14.6 22.4 | 27.5 | 35.5 | 100 
International & Great Northern .| 74.8 A 7 25.2 | 100 
Western Maryland............ 79.5 ‘te ~ 20.5 100 
Wheeling & Lake Erie......... 44.5 es 25.5 | 30.0 | 100 
Norfolk & Southern........... 50.1 an 12.1 | 37.8 100 
Atlanta, Birmingham & Atlantic | 41.8 cmp 16.6 | 41.6 | 100 
RR A oe SR 53.4 0.6 | 19.5 | 26.5 100 
Kansas City, Mexico & Orient...| 46.0 aia 27.0 | 27.0 | 100 
Pere Marquette............... 71.1 46 | 11.0 | 133 100 
St. Louis & San Francisco. ..... 83.0 2.1 7.4 7.5 100 
Cincinnati, Hamilton & Dayton .| 86.8 os 0.4 | 12.8 | 100 
Western Pacific............... 50.0 re ia 50.0 100 
Chicago, Rock Island & Pacific. .| 71.5 6.0 is 22.5 100 
Missouri Pacific............... 77.2 we “i 22.8 | 100 























Even a cursory glance at the table on page 473 will 
show that the following changes occurred. 

In the first place, the percentage of mortgage bonds 
to total capitalization was very much reduced. In the 
case of the St. Louis & San Francisco the reduction was 
from 83 per cent to 57 per cent; in that of the Western 
Pacific from 50 per cent to 21 per cent; in that of the 
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After Reorganization 
Per cent a pa Per cent 
Name of company morte ineome Pasa oe Total 
stock 

Seaboard Air Line............. 44.7 15.9 | 15.7 | 23.7 100 
Chicago Great Western........ 29.9 os 33.3 | 36.8 | 100 
International & Great Northern .| 72.1 oe 9.6 | 18.3 100 
Western Maryland............ 60.0 < 11.8 | 28.2 100 
Wheeling & Lake Erie......... 24.2 a 30.2 | 45.6 | 100 
Norfolk & Southern........... 34.4 ey aa 65.6 100 
Atlanta, Birmingham & Atlantic | 10.4 13.2 ‘a 76.4 | 100 
po ee 32.3 0.2 | 46.3 | 21.2 | 100 
Kansas City, Mexico & Orient...} 22.0 ‘a at 78.0 | 100 
Pere Marquette............... 34.6 is 22.5 | 42.9 | 100 
St. Louis & San Francisco...... 57.0 25.6 2.2 | 15.2 100 
Cincinnati, Hamilton & Dayton.| 85.2 ss + 14.8 | 100 
Western Pacific............... 21.1 re 28.9 | 50.0 100 
Chicago, Rock Island & Pacific. .| 65.6 isa 13.8 | 20.6 | 100 
PEMOOUEE PROMO... 56sec cece. 57.9 as 20.2 | 21.9 | 100 























Pere Marquette from 71 per cent to 34 per cent; in 
that of the Wheeling & Lake Erie from 44 per cent to 
24 per cent; and in that of the Atlanta, Birmingham & 
Atlantic from 41 per cent to 10 per cent. These were 
the most striking instances of a reduction in the per- 
centage of mortgage bonds to total capitalization, but 
some reduction occurred in every case save that of the 
Chicago Great Western, and here the elimination of 
the debenture 4 per cent stock was itself an achieve- 
ment of some importance. It was by this cutting down 
of mortgage indebtedness that the reorganizations be- 
tween 1907 and 1917 accomplished the saving in fixed 
charges which was their most important result. 

In three important cases the reduction of mortgage 
indebtedness was accomplished by a material increase 
in income or debenture bonds. The largest use of 
such bonds was by the St. Louis & San Francisco rail- 
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road. This company put out two issues, one known 
as adjustment mortgage 6’s, and the other as income 
mortgage 6’s, to an aggregate of $75,739,818. Both 
were entitled to interest not to exceed 6 per cent, pay- 
able out of available net income. Interest on the ad- 
justment mortgage was payable semiannually; on the 
income mortgage annually; interest on the former was 
cumulative, on the latter noncumulative, and the lien 
of the income mortgage was inferior to that of the ad- 
justment mortgage. Except for a slight difference in 
the dates of maturity the issues were otherwise similar. 
Both were offered in exchange for outstanding bonds, 
that is to say, holders of St. Louis & San Francisco 
Railroad Company 4’s were offered 75 per cent in 
new prior lien mortgage 4’s, plus 25 per cent in ad- 
justment 6’s for their holdings, and owners of general 
lien St. Louis & San Francisco 5’s received 25 per 
cent in prior lien 4’s, 25 per cent in adjustment 6’s, 
and 50 per cent in income 6’s. Preferred stock was 
used in connection with the retirement only of certain 
minor indebtedness. It is to be observed that the old 
prior lien and general lien bond holders thus received 
the right to a somewhat greater return than they had 
earned before, while surrendering the power to insist 
in any year upon the payment of any fixed amount 
whatever. 

A second company which made use of income bonds 
was the Seaboard Air Line. Here there was but one 
issue of cumulative 5 per cent adjustment mortgage 
bonds, secured, as was also the case with the St. Louis 
& San Francisco securities, by a general lien upon all 
the property of the company, subject to prior mort- 
gages. It was specifically provided that no interest 
upon any obligation secured by mortgage or lien junior 
to the lien of the adjustment mortgage, or upon any 




















RAILROAD FAILURES AND REORGANIZATIONS 475 


unsecured bond or debenture issued by the company 
subsequent to the date of the adjustment mortgage, 
nor any dividends upon any of the stock of the company 
could be deducted from net income for the purpose of 
determining the surplus net earnings applicable to in- 
terest on the adjustment bond. The Seaboard Air Line 
used its adjustment bonds in exchange for outstanding 
general mortgage 5 per cent bonds and over-due inter- 
est, dollar for dollar, to the sum of $6,979,500, and in 
addition offered $18,000,000 of them to stock holders 
at 70 in order to provide for cash requirements. 

The third instance of the use of income bonds in 
recent reorganizations is afforded by the issue of 
$5,200,000 5 per cent income bonds by the Atlanta, 
Birmingham & Atlantic, for the most part in exchange 
for outstanding liens, certificates, and equipment trust 
bonds dollar for dollar, but also in part in order to raise 
cash. These bonds were noncumulative. The directors 
of the company were authorized, however, to reserve 
from net income in any fiscal year an amount not in 
excess of 20 per cent of the net income of the Company, 
or in any event in excess of $100,000 in any single year, 
and to carry this to a so-called Income Bond Reserve 
Fund from which interest on income bonds might be 
paid in lean years in so far as the fund should be 
adequate. 

In view of the assumption in current discussion that 
the day of income bonds has passed it is interesting to 
observe the very considerable reémployment of this 
once popular form of obligation. It was evidently still 
thought possible by the companies which used income 
bonds to provide a security which by its lien, by its pri- 
ority in the matter of dividends, and by its cumulative 
rights should enter the market on distinctly better 
terms than the most carefully guarded preferred stock. 
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On the whole, however, the retirement of outstanding 
bonds in recent reorganizations was effected more by the 
use of stock in exchange than by the offer of income 
bonds. This stock was endowed with the right to divi- 
dends at the rate sometimes of 4 per cent, but more 
generally at the rate of 5 or 6 per cent, when the earn- 
ings of the railroad might justify such a payment. In 
seven out of sixteen issues the dividends were cumula- 
tive. Holders of some preferred stock, such as that of 
the International & Great Northern and the so-called 
profit-sharing preferred stock of the Wabash, had, in 
addition to the right to receive dividends at the rate 
of 5 per cent, the privilege of demanding a pro-rata 
share in surplus earnings after the stock holders inferior 
to themselves had received 5 per cent. 

Other provisions were as follows: without exception 
the preferred stock was given preference as to assets in 
case of liquidation, as well as to dividends in ordinary 
years, and in at least one case, that of the Wabash, this 
privilege extended to participation in surplus assets 
after other shareholders had received up to par of their 
securities. Preferred stock holders as a rule had equal 
voting rights with common stock holders. In the case 
of the Wheeling & Lake Erie prior lien stock holders 
were given the right to elect a majority of the directors 
under certain circumstances. Preferred stock was fre- 
quently convertible into common stock and was also 
redeemable at some stipulated price. Occasionally pro- 
visions appeared requiring the assent of the preferred 
stock before the directors might place additional 
mortgages on the company, or increase the amount of 
the preferred stock, or, as in the case of the St. Louis & 
San Francisco railroad, before they might lease addi- 
tional property, guarantee interest or dividends on the 
securities of other companies, or even acquire more than 
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25 per cent in amount of the stock of any other com- 
pany. 

In all this there is little not familiar to students of 
corporation finance, nor is the importance of attempts 
to protect preferred stock holders by elaborate pro- 
visions in their certificates probably very great. When 
a railroad is prosperous small differences in the privi- 
leges enjoyed by different classes of security holders 
may assume importance and be reflected in the price 
of stock. In times of stress, however, all stock holders 
are apt to fare very much alike. The following table 
shows the treatment accorded common and preferred 
shares of the companies which failed between 1907 and 
1917 which had both common and preferred shares 
outstanding. 

In most instances referred to, common and preferred 
stock fared alike or so nearly alike that the differences 
were negligible. In the reorganization of the Wheeling 
& Lake Erie and St. Louis & San Francisco some allow- 
ance was made for the superior position of preferred 
shares but none after all of any considerable impor- 
tance. That the preferred A shares of the Chicago Great 
Western escaped assessment, and received double the 
amount of new common stock given to the holders of 
preferred B certificates, was doubtless due to the fact 
that the preferred B stock holders in this case enjoyed 
no preference over the common stock in respect to the 


1 A somewhat unusual distribution of earnings among various classes of stock 
holders is provided for in the certificates of the Seaboard Air Line issued in 1916. At 
this time the Seaboard Air Line put out three classes of preferred stock entitled to non- 
cumulative dividends up to the rates respectively of 6, 4 and 5 per cent. Surplus earn- 
ings were applicable to dividends without preference or priority as between the three 
classes. When the rates named should have been reached the directors were authorized 
but not required to add up to one per cent to the dividends of the 5 per cent preferred 
stock. After this matter of dividends on the 5 per cent preferred stock had been settled, 
the earnings which remained were to be paid over to the common stock until a rate of 
4 per cent should have been attained. The next distribution was to be an additional 
dividend on the 4 per cent stock until the 4 per cent rate should have been raised to 6 
per cent, after which all excess earnings were to go to the common stock alone. It is 
impossible to guess what the reasons for this extraordinary complexity could have been. 
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DistrisvTion oF New Sscuritizes To HOLDERS OF PREFERRED AND 


Common Stock 1n Recent Rarmroap REORGANIZATIONS 
















New securities given in 





































exchange 
Name of company ee veneers On pay- | New New 
ment of | pre- | common 
assess- |ferred| stock 
ment | stock 
Chicago Great Western... .| Preferred A & 1 - 
Preferred B 15 15 60 
Common 15 15 40 
Wheeling & Lake Erie. .... First Preferred 27 27 100 
Second Preferred | 27 27 90 
Common 27 27 87.50 
a ok Conk a ahhsncabannd Preferred 30 50 50 
Common 30 50 45 
Pere Marquette........... First Preferred 9.75 | 10 20 
Second Preferred | 9.75 | 10 20 
Common 9.75 | 10 20 
St. Louis & San Francisco. .| First Preferred 50 50: | 100 
Second Preferred | 50 501 90 
Common 50 501 82 
Seaboard Air Line......... No foreclosure Old 
stock 
undis- 
turbed | 























1 Prior Lien bonds. 
No provision was made at reorganization for the preferred or common stock of the 
Norfolk & Southern, Atlanta, Birmingham & Atlantic, Kansas City, Mexico & Orient, 
and Cincinnati, Hamilton & Dayton railroads. 


assets of the railroad company, whereas the preferred 
A holders were entitled to such a preference and thus 
stood in a distinctly better position. On the whole, the 
experience of the group of railroads which we are con- 
sidering is not satisfactory so far as preferred stock 
holders are concerned. The introduction of a cumula- 
tive feature in so many of the new preferred stock cer- 
tificates may be taken as a recognition of this fact. 
While preferred stock was issued in recent reorgani- 
zations in return for assessments, or in consideration for 
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surrender of outstanding bonds, common stock was 
generally given to holders of common stock of the old 
company in recognition of their equity when that equity 
had value. It is interesting to observe, however, that 
more extended use was sometimes made of the common 
share certificate. In four cases companies retired out- 
standing bonds in whole or in part by exchange with 
common stock. The four were the International & 
Great Northern, which exchanged common stock for 
third mortgage bonds; the Western Pacific, which 
joined 75 per cent in common stock with 50 per cent 
in preferred stock in its offer to first mortgage bond 
holders; the Norfolk & Southern, which gave $1142.80 
in new common stock for every one thousand dollars 
of its outstanding first and refunding bonds; and the 
Pere Marquette, which employed common stock as part 
consideration in the retirement of a large number of 
its mortgage securities. The intention in these cases 
was to be radical without cutting off old bond holders 
from every chance of financial recovery. More fre- 
quently common stock was exchanged for old stock 
outstanding before the reorganization took place, as 
has been said, or it was sold in an attempt to raise cash 
to meet pressing needs. 

Among miscellaneous provisions characteristic of the 
reorganizations which we are considering were those 
relating to future capital requirements and to the vest- 
ing of voting power for specified periods in the hands of 
voting trustees. Each may be dismissed briefly. 

Most of the reorganized companies arranged for 
future capital requirements by authorizing some large 
issue of bonds, only part of which was to be put out at 
once for purposes stated in the reorganization plan, 
while the remainder was to become available from time 
to time for additional improvements and other similar 
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purposes. [Illustrations of this practice were the 
$75,000,000 Chicago Great Western first mortgage 4’s, 
the $75,000,000 Pere Marquette first mortgage 5’s and 
the $250,000,000 prior lien mortgage 4’s and 5’s of the 
St. Louis & San Francisco. In the case of the Missouri 
Pacific a mortgage was authorized without fixed limit, 
with the provision, however, that the bonds issued 
should never exceed in amount three times the capital 
stock of the company. In some cases but not in all the 
quantity of bonds issued in any year was limited. The 
St. Louis & San Francisco reorganization plan contained 
the unusual provision that new prior lien bonds might be 
issued up to January 1, 1922, to an amount equal in par 
value to the entire cost of new equipment or improve- 
ments, but that after January 1, 1922, the issue could not 
exceed two-thirds of this cost. Since new bonds of these 
large general issues were to be put out over a consider- 
able period of time, the rate of interest was left in sev- 
eral cases to be determined by the managers of the 
companies, so long as it did not exceed 6 per cent. 
The Wabash, Western Maryland, and Chicago, Rock 
Island & Pacific did not provide new mortgage issues of 
this sort. In the case of the Rock Island, however, it 
was expected that the payment of certain bond issues 
outstanding before reorganization would release suffi- 
cient collateral to enable the company to make necessary 
improvements. 

The Chicago Great Western, Pere Marquette, and St. 
Louis & San Francisco plans directed, and that of the 
Missouri Pacific authorized, the formation of voting 
trusts to endure for a period of five years in each case. 
The number of trustees ranged from three to seven. In 
the case of the Chicago Great Western the trust was to 
be terminated on request of holders of a majority of the 
preferred stock certificates outstanding, plus a sufficient 
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number of common stock certificate holders to make a 
majority of all the stock outstanding. The greater 
number of reorganization plans, however, made no 
mention of a voting trust. 

Regarded as a whole, the result of recent reorganiza- 
tions cannot be said to be encouraging to holders of 
railroad securities of the more speculative sort. A man 
who bought St. Louis & San Francisco general lien 5’s 
in 1909 at 91 saw them decline to a low point of 27} in 
1914 and then rise to 82} in November, 1916. By the 
end of June, 1917, the aggregate market price of the 
securities offered in exchange for the bonds in question 
under the St. Louis & San Francisco reorganization 
plan would have been less than 57. The Pere Mar- 
quette refunding 4’s of 1955 were quoted as high as 79 
in 1910 and as low as 113 in 1915. Under the reorgani- 
zation plan of 1917, after payment of an assessment, 
they were exchangeable for common stock of the new 
company at the rate of $1104 in new stock for $1000 in 
old bonds. In June, 1917, this new stock was quoted 
about 53. Similar pyrotechnics characterized the record 
of the Wabash first refunding and extension 4’s, and 
of the Missouri Pacific first and refunding 5’s. Plainly 
such securities showed little of the stability commonly 
associated with the name of bond, while the general 
movement in all cases was downward. In most in- 
stances the reorganization plan provided for the retire- 
ment of large blanket issues of mortgage bonds by the 
issue of new stock, common or preferred, thus recogniz- 
ing the uncertain nature of the security. Sometimes, 
as in the case of the St. Louis & San Francisco, income 
bonds were used. The following table shows the treat- 
ment accorded general mortgage bonds in the reorgani- 
zation of the principal companies which had such issues 
outstanding. 
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TREATMENT OF GENERAL Mortcace Bonps 














New securities offered in 
exchange, per cent 
Volume 
Name of company | Name of security out- 
standin Mort-| In- | Pre- | Com- 
gage | come | ferred; mon 
bonds | bonds | stock | stock 
Atlanta, Birmingham 
& Atlantic. .......| First Mortgage 5’s |$14,443,000')_ .. None 
Cincinnati, Hamilton 
& Dayton........ General Mort. 4's 17,529,000} 702 ae ne 
Missouri Pacific... . . First Refunding 5’s | 29,806,000; .. ad 100 ig 
Norfolk & Southern. .| First & Refund. 5’s| 14,000,000; .. e -. 1114.28 
Pere Marquette. .... Consol. Mort. 4's 8,382,000 oa ~ 110.40} .. 
Pere Marquette..... Refunding Mort. 4’s} 14,789,000; .. ‘a 2 110.40 
Pere Marquette... .. Refunding Mort. 5’s| 17,157,942} .. a ia 50.00 
St. Louis & San Fran- 
SS. Refunding Mort. 4's} 68,562,000} 75 25 
St. Louis & San Fran- 
cisco. ............| General Lien 5's 69,384,216) 25 75 
Seaboard Air Line . ..} General Mort. 5’s 6,345,000 ~ 100 
I 0. < d4s00 sees First Refunding & 
Extension 40,600,240 ~ as 120 - 
Western Pacific... ... First Mortgage 5’s8 | 50,000,000} .. ae 50 75 


























Mortgages junior to the general mortgage, when such 
there were, naturally fared no better than their supe- 
riors. 

As compared with the generally unfortunate record 
of the blanket bonds, the holders of equipment bonds 
and notes of the various companies had the pleasant 
experience in every case of being paid off in cash at par 
or of being left undisturbed. In between these two ex- 
tremes came the various kinds of collateral bonds, which 
received much or little in reorganization, according to 
the nature of the security on which they were based. 
Thus the Norfolk & Southern collateral 6’s, secured 
by pledge of equipment bonds, were paid in full in cash 
and the St. Louis & San Francisco trust mortgage 6’s 
of 1880, secured by first mortgage bonds of the system, 
were given one hundred and twenty-five per cent in new 


1 Eliminated by foreclosure sale. 2 Cash. 
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mortgage securities. On the other hand holders of Mis- 
souri Pacific gold loan 4’s, issued against the pledge 
of St. Louis, Iron Mountain & Southern stock, were 
allowed only new common stock for their certificates, 
and the owners of Pere Marquette collateral trust 6 
per cent notes fared even worse. 

From the point of view of reorganization technique 
two matters seem to deserve emphasis in this rapid 
survey of recent railroad experience in finance. The 
first is the increased use of preferred stock with right to 
cumulative dividend, and the considerable reliance upon 
the cumulative income bond. No less than nine ex- 
amples of these two classes of securities are outstanding. 
Indeed, they account for a considerable part of the sav- 
ing of fixed charges of which mention has previously 
been made. This practice, however, has little to com- 
mend it. Railroads are to some extent protected by it 
against formal bankruptcy, yet such formal bank- 
ruptcy is often better than the piling up of a huge load 
of unpaid dividends before a worthless and speculative 
common stock. 

A second matter in which recent reorganizations have 
differed from those of a decade or so before has been in 
the very moderate increase in capitalization for which 
they are responsible. In most cases this increase has 
not much exceeded, if at all, the value of the improve- 
ments made during receivership, the increase in work- 
ing capital, and the decrease in current debts. The 
reason has been the critical attitude of the public, acting 
in part through commissions such as those of California, 
Michigan, and Kansas, the difficulty in disposing of 
large amounts of new securities, and the fact that sev- 
eral of the current reorganizations, as those of the 
Chicago, Rock Island & Pacific, the Western Maryland 
and the Seaboard Air Lines, have been very partial 
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affairs. Whatever the cause, this change in policy has 
been an improvement. It has not only simplified the 
railroad balance sheet from the point of view of the 
government and the investor, but it has helped to dis- 
courage speculation by holding down the quantity of 
low priced stock desired only for control, or for the 
chance of a rise in market price which it affords. 

The real test of a reorganization, however, is not to be 
found in the quantity of securities which are put out, 
but in the success of the measures taken in placing 
bankrupt companies on their feet. A reorganization 
is an expensive experience, to be justified only by gen- 
uine financial relief. In this respect recent reorganiza- 
tions have been on the whole unsatisfactory. Two of 
them, indeed, are already known to have failed, and 
both for the same reason. The International & Great 
Northern in 1911 and the Kansas City, Mexico & Orient 
in 1914 both attempted to satisfy their creditors by the 
issue of short term notes. The International & Great 
Northern notes were put out in 1911 and matured in 
1914; the Kansas City, Mexico & Orient notes were 
issued in 1914 and matured in 1916. Neither company 
was able to pay its notes at maturity, and renewed re- 
ceivership in each case was the result; this in spite of 
a reduction of fixed charges by the reorganization plan 
of the Kansas City, Mexico & Orient of over 67 per 
cent. In addition to these instances the reduction in 
the fixed expenses of the Western Maryland by its re- 
organization was so slight that the company has been 
unable to meet its charges in three out of six years 
which have since elapsed. 

The three other reorganizations among those dis- 
cussed which were completed before 1915 have not as 
yet proved failures, but no one of them placed the 
company concerned in a very strong condition. The 
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Chicago Great Western used 88 per cent of its gross 
income in 1916 to meet its operating expenses, fixed 
charges, taxes and rentals, and in that year for the 
first time earned as much as 4 per cent on its pre- 
ferred stock. The position of the Seaboard Air Line 
was still worse.. Neither company had cut its charges 
for interest and rentals at the time of reorganization in 
any important degree. The Norfolk & Southern, which 
had on the contrary materially reduced its fixed charges, 
nevertheless paid 92 per cent of its gross income in 1916 
for various purposes before it could begin to provide 
for dividends or reserves. These statistics are to 
be compared with ratios of 67 per cent for the Great 
Northern & Union Pacific, 70 per cent for the Chicago, 
Burlington & Quincy, and 80 per cent for the Pennsyl- 
vania. It is a pity that so many of the reorganizations 
of the group which we have discussed did not adequately 
meet the first requirement of any successful reorgani- 
zation, that of reducing fixed charges to such a degree 
that solvency under any conditions reasonably to be 
expected should be assured. 

For the most part the later reorganizations are too 
recent for confident judgment to be passed upon them. 
In general they were more thoro than their immediate 
predecessors, and better results may perhaps be ex- 
pected from them. In two cases, those of the Western 
Pacific and of the Atlanta, Birmingham & Atlantic, all 
outstanding securities bearing obligatory interest were 
eliminated. In other instances the reorganizations were 
less radical — indeed, in the case of companies like the 
Missouri Pacific and Chicago, Rock Island & Pacific, 
they were not radical at all. It is highly doubtful 
whether the financial readjustments which have taken 
place would enable the majority of the reorganized com- 
panies to endure another period of pressure similar to 
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that of the last decade. In view of the decision of the 
Federal Government to take over the railroads of the 
country, at least for the period of the war, and to guar- 
antee their financial returns, this may not, however, be 
necessary. 
Stuart DAGGETT. 
University oF CALIFoRNia. 











A STUDY OF THE INCIDENCE OF AN 
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I. GENERAL CONSIDERATIONS 


From time to time suggestions are heard that incre- 
ment value land taxes, copied like fashions in dress from 
European models, should be introduced in the United 
States. The aim of the proponents of these measures is 
usually to bring about some changes in land-holding, 
such as, to discourage large holdings, to encourage small 
holdings, to force more land into cultivation or use, or 
to penalize speculation in land. Thus a recent report 
says: “ The increasing difficulty and hardships attend- 
ant upon the attempts of individuals of small means to 
procure, retain and develop a reasonable land-holding 
for farm, residential or business purposes, and the con- 
tinued holding of land values in large ownerships in this 
state indicates that something is fundamentally wrong 
with our land economies.” It further urges that: ‘ the 
private ownership of large holdings of land unimproved 
and uncultivated is . . . against the public interest ’’; 
that: “the accretion of value thereto... is also 
against the public interest’; and that: “ every man 
has the right through his labors to a reasonable living 
from the land.” A bill accompanying the report, and 
intended to carry out its ideas, provides for the exemp- 
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tion, from certain proposed “ excess value ’’ taxes, of 
$5,000 worth of land for each resident holder “ in recog- 
nition of the right of every individual to own a home and 
to obtain sustenance from the land,’’ and then imposes: 
(1) an annual tax on the future increase in value of all 
holdings over the exemption, and (2) an additional 
annual tax on the increase in value of such land as is not 
“‘ beneficially used.’”’! It would be difficult to find a 
better illustration of the intermixture of ideas back of 
such proposals. 

Even tho most of the proposed increment value land 
taxes are aimed at social and economic reforms, and 
their proponents are therefore prone to look upon them 
as lonesome taxes, independent of all others, yet such 
taxes will, if ever enacted, fall into place with other 
taxes and affect the balance and the incidence of the 
whole revenue system. Land is everywhere subject to 
taxation, in some form or other, and the new tax thereon 
finds one or more others in possession when it arrives. 
In the United States the tax burdens on land are already 
very heavy and on that account the question of the 
probable incidence and effect of an increment value land 
tax would be peculiarly important. Moreover, the 
realization of the hopes for “reforms,” or changes 
intended to be such, must also depend very largely on 
the incidence and influence of the new tax in the 
environment into which it may come. 

It seems worth while therefore to review and restate 
the theory of incidence in special application to this 
type of tax. The general principles involved are well 
established and familiar. Nothing new on the theory 
of incidence is advanced in this study. Al! that is 
attempted is to apply the familiar principles to a special 


1 Report of the Special California Tax Commission of 1917, pp. 99 ff., and Assembly 
Bill No. 1171, session of 1917, California Legislature. 
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problem, in as simple a way as possible, with the further 
idea of presenting a method so simple that anyone can 
apply it to test out the probable incidence of any pro- 
posed increment value land tax. 

Taxes transplanted from one place to another do not 
always stay true to type. Thus the effects of increment 
value land taxes in Europe are in several respects dif- 
ferent from the effects which the introduction of a 
similar tax in the United States would bring about. In 
a general way it may be said that when such taxes have 
been introduced in Europe they have been fitted into 
the existing tax system in order to reach a source of 
revenue, a type of property or of income, which it was 
held the other taxes did not adequately reach. Thus, 
for example, when Lloyd George proposed this form of + 
taxation, it could, perhaps, be urged that land was not 
being adequately taxed. The old land tax, in so far as it 
had not been redeemed, was a fixed charge, like a rent 
charge, and did not vary with income or values. Altho 
the local rates were measured by the annual rents paid 
for houses and lands, they were paid by the tenants and, 
altho undoubtedly largely shifted to the landlords, did 
not openly appear to come from them. The inhabited 
house duty was also measured by annual value. In the 
same way, altho the income tax included income from ” 
land, it did not include the increase in the capital value 
of the land, which might be construed to be a form of 
income slowly accumulating and eventually collected. 
There was no tax based on the capital value of land,» 
except the estate duty. That was not payable until the 
owner died and rested on a very different justification 
from other taxes. There was thus an apparent gap in 
the system which the increment value land tax might be 
held to fill. There was no need of an appeal to other 
than fiscal reasons for its imposition. 








*~ 
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But in the United States the general property tax 
picks up the increment in land value as fast as, or nearly 
as fast as, it arises, and levies upon it as heavily as upon 
any other form of property. The increment is taxed, is 
taxed annually, and taxed very heavily. When land is 
unused the present capital value of expected future 
income is taxed often long before the income accrues. 
A special increment value land tax would, therefore, 
only stress a heavy burden already imposed on the same 
source. Moreover, the burden which the general prop- 
erty tax imposes on the increment is much heavier, in 
parallel cases, than that which is imposed by the 
specially designed increment value land taxes of other 
countries. 


II. ANALYSIS OF THE EFFECTS OF AN INCREMENT 
Tax OF THE BritisH TYPE 


To illustrate the principles involved, to give this study 
a specific content, it has seemed well to select some one 
definite form of an increment value land tax and study 
that. By so doing it has been found possible to shorten 
and simplify the presentation. It is believed that the 
method of analysis here used can be applied to any 
other increment value land tax with only such changes 
as the differences in rates and in the exemptions may 
make necessary in the numerals. The type of increment 
value land tax chosen is that of the British, imposed by 
the “ Finance (1909-10) Act, 1910.” 

Omitting many details, important in themselves but 
not significant for our present purpose, this tax may be 
briefly described as follows. First, there was prepared 
a new “doomsday book” in which was entered the 
newly ascertained capital value of all land in the United 
Kingdom, as of a given day. Agricultural land was in- 
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cluded altho exempt from the tax as long as it remains 
agricultural land. The value taken was the capital 
value of the site alone, stripped of the value of anything 
that had been done to it by man. The value ascer- 
tained and entered in the doomsday book was called 
the “‘ original” value. Whenever, thereafter, the land 
is sold, or passes to others on the death of the owner, it 
is revalued in the same manner as before. The new 
value is called the value on the “‘ occasion,” that is, on 
the occasion for the imposition of the tax. If the value 
on “occasion ’”’ exceeds the “ original ’’ value, the ex- 
cess, or the increment, is taxable. But not all of it is 
taxed, there being deducted from the increment an 
amount equal to 10 per cent of the “ original” value. 
The rate levied on the remainder is one-fifth. Thus the 
tax is one-fifth of the difference obtained by subtract- 
ing from the value on “‘ occasion,” if it be sufficiently 
the larger, 110 per cent of the “‘ original” value. If the 
value has decreased, or if the increase does not exceed 
10 per cent of the “ original” value, there is no tax. 
When a subsequent sale or transfer takes place the value 
on the next preceding “ occasion” is treated as the 
“ original ” value, and the tax is computed in the same 
manner as before.' 

The theory of incidence used in this study is the 
generally prevailing theory of the incidence of all per- 
manent land taxes, namely, the amortization theory. 
This theory is adopted without attempted proof other 

1 A very complete description of this tax, and of the other new taxes associated with 
it, is to be found in Napier, ‘‘ The New Land Duties,”’ and another in Devonshire and 
Samuels, ‘ Duties on Land Values.” It is hard to say which of these two admirable 
treatises is the better. A brief account of these taxes, prepared by the writer of this 
study, is to be found in the Report of the State Tax Commission of the State of Cali- 
fornia, 1917, pp. 131 ff. (This was a temporary commission.) A limited number of 
separate reprints are available. At the beginning of the war these land duties were 
suspended, because the yield was as yet small, the expenses of administration were very 


heavy, the administrative staff was depleted by recruiting, and many of the owners 
from whom returns were needed were at the front. 
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than that which is afforded by the fact that in this 
specific instance it affords a satisfactory explanation of 
the observed facts. In accord with this theory it will 
be held that any permanent land tax makes the govern- 
ment a silent partner, as it were, in the land and causes 
at once a decrease in the present value of the active 
partner’s share, that is of the private owner’s share, or 
his property right in the land, equal in amount to the 
present value of the future tax payments, regarded as a 
series of payments, in so far as this series of payments 
can be foreseen, at the time of the imposition of the tax. 
But in so far as the tax may eventually be levied upon 
increments which are not foreseeable before they arise 
it has little effect on the capital value. 

Every increment value land tax obviously predicates 
two values in the land. One is the present value, the 
other the future increment in value. But on closer 
analysis the present value in turn is found” to “contain 
two ‘elements. * One of these is the capitalized value of 
the income that is now being realized, or which could be 
realized now, by the use of the land in so far as that 
income is regarded as permanent, and the other is the 
present value of such additions to the income as are, 
at the present time, confidently expected to arise in the 
future. These are the two more or less certain factors 
in the value. But there is also another element which 
has been very aptly called the “ windfall ’’ element. 
There may be, some day in the future, additions to the 
real or potential income which are not now distinctly 
foreseeable. They may be vaguely and pleasantly 
hoped for, but save as they add to the optimism with 
which land investments are regarded they add nothing 
definite to the present value. The increment value tax 

1 In large part the method of treatment was suggested by Professor Pigou’s letters 


to the London Times, 1910, and by the article in the Economic Journal, June, 1913, by 
Stamp. 
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when paid will fall on two elements in the value at the 
time it is paid. One of these is represented in the pres- 
ent value, in discounted form, the other, the windfall 
element, is barely perceivable in the present value. In 
passing it may be noted that the arguments by which the 
increment value land tax is supported are often of such 
a character as to lead one to suppose that the intent is 
to tax only the windfall element. But no increment tax 





_in operation ever does this. In fact if the increment 

were entirely uncertain, and could not be “expected ” 
by the owner, it is hardly likely that the government 
would think it worth while to “ expect it’ even to the 
extent of levying a tax on it. 

Altho, as just stated, we can make no numerical cal- 
culations with regard to the increments in land value, 
or taxes thereon, that are not now foreseeable, there is 
nevertheless a probability that the tax on the unfore- 
seeable will cause a slight depression in the present 
value of the land, because of the optimism which the 
possibility of such a windfall creates, and of the lessen- 
ing of the optimism by the tax. If the chances were 
exactly even for a decrement or an increment there 
could be no evidence of the windfall value in the present 
value. But it is idle to deny that in new countries, and 
everywhere in connection with land near rapidly grow- 
ing cities, the business world assumes that the chances 
of an increment are better than the chances of a decre- 
ment. This amounts to saying that the unforeseeable 
is treated in part as foreseeable. This is one of the ele- 
ments accounted as part of the margin of safety that 
makes land such a favorite investment. In all this there 
is no intent to deny that an increment value tax in so 
far as it falls on an absolutely unexpected windfall is 
born solely by the recipient of the windfall. Neverthe- 








less by far the ter part of such a tax is on the } 


expected increment. 
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In this connection it may be well to point out that if 
the new taxes lessen the optimistic attitude toward 
land investments they may lessen the demand for land. 
Such a falling off in the demand for land may produce 
a greater proportionate fall in the capital value of land. 
This is somewhat analogous to Gregory King’s law, 
altho that law relates primarily to consumers’ goods 
and not to producers’ goods or to land. 

We speak of these taxes as increment “‘ value ’’ taxes, 
and we must continue to do so since they are so desig- 
nated in the laws. But the name is a misnomer. 
Strictly speaking they should be called “ price incre- 
ment ” taxes. In so far as any of these taxes have been 
in force during the past twenty years, during which 
period the purchasing power of money has steadily 
fallen they have been levied in no small part on incre- 
ments in price that correspond to no changes in value. 
It is a misfortune of increment value land taxes that 
they do not run true to name or purpose. They are 
distinctly frauds so long as the purchasing power of 
money is falling and self-defeating when it is rising. 
Thus if there had been such taxes in force in the United 
States during the Civil War period we might have had 
a result somewhat like this: a piece of land which sold in 
1860 for $1,000 in gold, might have been sold again in 
1864 for $2,500 in greenbacks, and been taxed on the 
basis of a $1,500 increment, the tax being a very real 
burden; then it might have sold again in 1878 for 
$1,000; and all this might have happened without any 
perceptible change in the use or demand for that land 
during the eighteen years. It is interesting to note that 
in contrast to this obvious perversion of purpose one 
may set the general property tax which applied in the 
same period to the same land, with only such changes in 
rate as the needs of the government dictated, would have 
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taken approximately the same proportion of the price 
and value alike all the time. A change in price result- 
ing from a fall in the rate of interest would also give rise 
to an apparent increment and might involve a tax that 
was not within the intent of the law. 

Before proceeding further one more generalization 
may be permitted. It has sometimes appeared to the 
writer that far too much is demanded of the theory of 
incidence. When we have traced the final incidence of 
any tax we have done nothing more than to find the 
back that bears the burden and the amount of the 
burden. Whether that back is the one that ought to 
bear it, whether it will bend or break under the partic- 
ular burden found, or whether it be one that can carry 
that burden comfortably, these are all questions not 
answered at all. They relate to other and much larger 
issues, issues that are most vital. The determination of 
the incidence is a part, and possible a small part only, 
of the diagnosis of the effects of taxation. In what fol- 
lows we shall not attempt particularly to study the 
ultimate effects on the general welfare of society of 
these or other land taxes. But in passing it may be 
stated that it is the conviction of the writer, contrary 
to the views of Henry George and others, that excessive 
taxes on land, in their ultimate effects, so check the 
production of food, when imposed on rural lands, and 
so hamper industry and trade, when falling on urban 
lands, that they discourage effort, materially reduce the 
social dividend and incidentally reduce the ground rent 
from which they themselves are taken. The so-called 
unearned increment so far as it can be anticipated is a 
part of the normal return to workers on and investors 
in land. If the silent partner, as Marshall calls the 
government, takes too much, the working partners, the 
owners, will be discouraged and may fail. This is true 
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even when the taxes have been as it were written off by 
amortization. But these again are matters beyond the 
scope of this study. 

For our purpose the essential features of the incre- 
ment value land tax are: (1) that it falls on the increase 
in the capital value only; (2) that it is not levied an- 
nually, or at any regular interval, but only at irregular 
intervals of time, when some “‘ occasion ”’ such as a sale, 
or transfer on account of death, gives a definite oppor- 
tunity for the determination of the increase in value. 
The fact that during the interval of time between 
“ occasions ” the owner is left in undisturbed enjoy- 
ment of the entire income from the increment, as well 
as from the original value, is the characteristic feature 
of these taxes, and differentiates them from the “‘ single 
tax ” and from any property, income, or other regular, 
or annual tax falling on the land, or on the increment. 
Thus, for example, under the general property tax the 
the owner is forced to share the annual increment value, 
the increase in rental, each year with the government 
as it arises. Under the “ single tax ” he would not have 
any enjoyment of the annual increment value. 

By a simile, which may, however, be easily over- 
worked, one may say that the property tax makes the 
- government a permanent partner with the private 
owner in the land, while the increment value land tax 
makes the government a contingent heir to a part of 
the value. Thus an increment value tax, calculable in 
advance, is for a person who contemplates preserving 
his estate intact, an insurable risk, like an estate duty. 
But the property tax being a loss certain, both as to 
time and persons, is not such a risk. 
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III. NuMERIcAL ILLUSTRATIONS OF THE RESULTS OF 
THIs Type oF INCREMENT Tax 


In any evaluation of the incidence of an increment 
value land tax we have to use definite figures, one for: 
(1) the rate of increment in the value of the land under 
consideration, and another for: (2) the interval be- 
tween occasions. For the first we cannot in our problem 
use an average. For if rent is ‘‘ the value of a differen- 
tial advantage,’”’ then an average of the increments, 
even if we left out the decrements, as the tax does, 
would be, statistically, a meaningless numeral, save that 
it might have a use in giving the government a clue to 
the possible revenues. From the point of view of the 
individual tax payer all that can be considered is how 
much his land, not all or other land, is likely to increase 
in value and hence what the tax will be. 

What we seek, then, is a method that will permit of 
the use of any rate of increase in land value. In the 
examples which follow, which have been more or less 
arbitrarily selected, to show the method by illustrative 
applications, we have assumed that a given piece of 
land increases in value: (1) slowly, by 10 per cent once 
every seven years, and (2) rapidly, by doubling every 
seven years. The assumption of a regular and periodic 
increase is made merely for the sake of simplicity in the 
illustration. An irregular, jumpy increase if such be 
anticipated can be treated just as well by the same 
method. No particular significance attaches to the 
choice of a seven year interval for the readjustment of 
rents. Any of the other intervals common in leases 
would do as well. But the assumption of seven years 
was suggested first by the common rule o’ my thumb of 
real estate dealers in California that “ it will not pay to 
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hold land unimproved unless it doubles in value every 
seven years.” ! It was further suggested by the fact 
that seven and multiples of seven occur frequently in 
the terms of British leases. We might smooth out the 
increase and assume that it accrued regularly through- 
out the period instead of in a lump at the end. But 
what might be gained in prettiness of formula would be 
accompanied by a loss in getting away from the facts of 
business life. The assumptions made correspond to 
things which do actually occur sometimes. 

In like manner the choice of an interval between 
“occasions,” to be used in the examples, must be a 
matter for each individual land owner to decide for 
himself as related to the effect of the tax on his land. 
If he is holding land to sell, he would calculate the 
interval on the basis of his expected turn-over period. 
If he is holding the land as part of his estate for his 
heirs, the interval to be considered has some relation to 
his expectation of life. The British act contains certain 
provisions which seem to imply that it was anticipated 
that there would be an average interval between oc- 
casions, or at least between unavoidable occasions, of 
something less than thirty years.? So in our examples 
we have chosen the nearest multiple to thirty of our 
seven: year interval between revaluations, namely 
twenty-eight years. 

There is one other important assumption that we 
have had to make to obtain definite figures for our 
illustrative examples and that concerns what the Eng- 
lish economists who have written on this subject have 


1 The rule seems to be based on the assumption that the investment should earn 
10 per cent, compounding to cover interest, taxes, expenses, and a profit. 


? For an interesting summary of the views of many statisticians as to the proper 
“ multiplier ” to be used in ascertaining the total heritable wealth of a country, from the 
estates paying the estate duty each year, see Stamp, British Incomes and Property, 
pp. 407 ff. 
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called the “ business horizon ’’ in time. There seems to 
be a general acceptance in the business world of the idea 
that land values cannot go on increasing forever, or, if 
not that, an acceptance of the idea that very remote 
increments are too far away to be reflected in any pres- 
ent values. Practically there is a limit of vision, or an 
horizon in time, as to the increases in land values which 
anyone is willing to take into consideration and pay for 
now. This does not rest solely on the fact that very 
remote payments have little present value. The pres- 
ent value of a payment to be received a thousand 
years hence is very nearly nothing by strict calculation. 
But the business man is too nearsighted to see as far as 
the mathematical vanishing point. His vision has a 
vanishing point that is but a very little way off. We 
have chosen as the “ horizon ” in our examples a point 
of time twenty-eight years hence. 

A word of warning must be sounded as to the sub- 
stitution of other figures and that is that the “hori- 
zon’ may not safely be placed very far away in the 
future. This is because the formula underlying the 
computation shows an uninterpretable infinite value 
if we assume that the increment goes on forever, pro- 
vided, the rate of increment taken be one which is more 
rapid than the increase by interest, compounded, at the 
rate chosen for capitalizing the rents. In fact, generally 
speaking, the numerical results obtained by using a 
distant horizon are of no more practical value than those 
which are obtained by calculating, for example, how 
much a penny would amount to at compound interest 
since the time of our Lord. 

There is still one other feature of these taxes that we 
must bear in mind and that is that on account of the 
exemption of a part of the increment, the exemption 
being measured in terms of the original, or last preced- 
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ing, value, the shorter the interval between occasions, 
other things being equal, the less the tax, and con- 
versely. The nimble land speculator, turning his land 
over at short intervals avoids all these taxes. Yet this, 
or its equivalent is the only form in which a real ex- 
emption can be granted, for any exemption computed 
on the increment itself is, in effect, merely a change in 
the rate. 

As our first illustration, or example, we may take the 
case of a landowner who confidently expects that his 
rentals will increase by 10 per cent (compounding, as it 
were) at the end of every seventh year. He does not at 
present intend to sell his land but to hold it as part of 
his estate, and hence assumes that the tax will be paid 
on the occasion of his death which, according to our 
assumption, as above explained, he sets down as likely 
to occur some twenty-eight years hence. If he does sell 
before that time the tax will be less, provided his esti- 
mate of the future prove correct, or he will sell in order 
to harvest some “ windfall’’ which is, of course, a 
matter on which no one can calculate. Let us assume 
further that he reckons interest at 4 per cent, and makes 
his calculations on the basis of one dollar a year rental 
from the site value of the land. He might, then, be 
supposed to calculate somewhat as follows: 

“TI am to receive (a) $1.00 a year for the first seven 
years; then (6) $1.10 a year for the second period of 
seven years; then (c) $1.21 a year for the third period 
of seven years; then (d) $1.331 a year for the fourth 
period of seven years. At the end of the twenty-eighth 
year I shall pass on a property yielding (e) $1.4641 a 
year and worth then, as a perpetuity, $36.60. The 
rentals may continue to increase after that, but twenty- 
eight years is a long time and I cannot now bank on any 
further increase. But it is practically certain that at 
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the end of the twenty-eighth year my estate will have to 
pay a tax on the increment. This tax will be equal to 
one-fifth of the difference between the future value 
$36.60 and 1.10 times the present value.”” How will he 
determine the effect now of that tax to be paid twenty- 
eight years hence ? 

The present value at 4 per cent interest of the series 
of annual payments (a), (b), (c), and (d), above set 
down, assuming them to be received each at the end of 
the year, together with the present value of (e) the 
$36.60 to be received twenty-eight years hence, is 
$30.924, disregarding the effect of the tax. The future 
value of the land, namely, $36.60 will be in no way 
affected by this tax, altho it may when the twenty- 
eight years roll around be affected by some future tax 
then foreseeable. But if there is to be a future tax of the 
same character as this one, there will be a future incre- 
ment then foreseeable and we would have a different 
value for the land unaffected by the tax, since the value 
of the new increasing series of payments will be greater 
than $36.60. The possibility of getting more than 
$36.60 twenty-eight years hence is a gamble, which is 
beyond the horizon now. All that can be definitely con- 
sidered now is that $30.924 is the present value of the 
land, if there were no tax. But this sum will be reduced 
on account of the anticipated tax by the amount which 
if put at interest will equal the tax in twenty-eight 
years; or, what amounts to the same thing, we might 
consider each of the payments in the series reduced by 

1 At the risk of explaining what may be obvious, we may say that at 4 per cent this 
$30.924 is the sum of the amounts which put at interest today will equal $1.00 a year 
hence, $1.00 two years hence, $1.00 three years hence, and so on for seven years, plus 
the sum of the amounts which put at interest will equal $1.10 at the end of the eighth 
year, the ninth, etc., and so on for each of the four periods, together with the sum which 
put at interest today will equal $36.60 twenty-eight years hence. Since any sum put at 


interest at 4 per cent will very nearly treble in twenty-eight years, the sum necessary 
to put at interest today to amount to $36.60 in twenty-eight years is about $12.20. 
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the premium necessary to insure against the loss, that 
is the tax, to occur twenty-eight years hence. That 
sum at 4 per cent interest is about one-third of the tax. 
Hence the present value that we are seeking is $30.924 
less one-third of the tax. We have then two unknown, 
but related quantities, the present vaiue and the tax, and 
two known quantities, the present value unaffected by 
the tax, or $30.924, and the future value, or $36.60. 
Let us call the unknown quantities x and y, in the 
order named. Then we can set up two equations: 
z = $30.924— $y; and y = ¢ ($36.60—1.10 xz). Sub- 
stituting and solving we find x = $30.74 or the present 
value: and y = $0.557, or the tax, the present value of 
which is $0.1856." 


1 It may be of interest to present the formula in more general terms. The general 
principles are those for computing investment values, which are to be found in such 
texts as Skinner’s Mathematical Theory of Investment, and others. 

Westart with the problem: to find the present or capital value, at a rate of interest i, 
of an income which is periodically increased at the rate k. Let the income increase at the 
end of every nth year. Assume all incomes to be paid at the end of the year. 

The value of an income of $1.00 per annum for the first n years is v + v*.. . v". 
During the next n years the income is 1 + and the value is (1+) (v"*! +v"*... 
v™), In the third period of n years the value is (1 +&)* (v°*+'+v2"**. . . v®") and 
80 on. 

The total income is then: Vs = (v +v*... v")+(1 +&) (v™+t+v"#?... v2) + 
(1 +)? (vt? + y2me?_ vi)... eto. 

Taking out the factor (v + v? . . . v") we obtain a series in geometrical progression, 

— arti 
like 1 +0 +a... a%, the eum of which is _—*~. 
=6¢ 
Now if ais less than unity the limit of this sum, as n approaches infinity, is " u 
~--e@ 
and must always have a finite value, but if a is greater than unity the value is infinite. 

It follows that when & per annum is less than i per annum, the series, assuming the 

inerease in value to continue forever at the same rate, has a finite value, which is: 


(wv. “"\(ae) But if the assumed increment & to be added at the 





1+ék 

(1 +¢ 
end of n years is so large that it exceeds the accumulated interest at the rate ¢ for n 
years, the value of the sum of the series is, under the same assumption as before, 
infinite. 

In any practical problem, one would use only a part of the series up to the year of the 
first occasion for the imposition of a tax, or the year, m, or else up to the year of an 
assumed horizon, A. That being the case knowledge of the formula for the limit of the 
sum when n approaches infinity, is of little assistance for abreviating the work, which 
ean, of course, be easily done by the help of interest tables. 

The solution after V: is obtained is as follows. One computes also the value of Vs, or 
that of a similar series beginning at the date of the first occasion. Then: 
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The reduction in the present value caused by the tax 
is, in this example, six-tenths of one per cent of the value 
unaffected by the tax. 

Of course, a 10 per cent increase every seven years is 
not a very rapid rate of increase. Let us therefore try 
the same problem with the assumptions otherwise the 
same, but using an increase of 100 per cent every seven 
years, which is possible in certain localities. The results 
obtained are, for the present value as depressed by the 
tax $169.18. The value untaxed would be $183.45. 
The tax would be $42.78, which has a present value of 
$14.26, and the reduction caused by the expectation of 
the tax is 7.77 per cent of what the value would be if 
there were no increment value tax. 

These two illustrations may suffice to show the 
method. They also show that the calculable effects of 
the tax on the present value are not very great, even 
when the rate of the increase in value is very rapid. 
What causes so much alarm when such taxes are pro- 
posed is doubtless to be found among the non-calcula- 
ble factors. Perhaps it lies even more in the possibility 
of other and more severe taxes on land and the evidence 
of a possible intention to make a fundamental change in 
the institution of private property in land. 


Let X = the present value as affected by the tax. Let T = the tax; r = its rate; 
¢ = the exemption; and m the year of the first occasion. 
h = Vi —-——_; 
Then X = Vi aaa" 
And T = (Vs — (1 +e) X)r; 
Vv rVs 
r(l + e) 
(1 +95)" 


Hence X = 
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IV. ComMPpaRISON WITH THE RESULTS OF THE GENERAL 
Property Tax IN THE UNITED STATES 


We may now proceed to make a numerical compari- 
son of these results with the effects of the general prop- 
erty tax in parallel cases. In doing so we must bear in 
mind certain propositions relating to the increment 
value land taxes which have been stated above. These 
are: (1) If there be an exemption in the form of a per- 
centage of the base or original value, the more frequent 
the “ occasions ”’ the less the revenue obtained by the 
government. (2) Even if the tax is 100 per cent of the 
increment and there be no exemption allowed it will not 
wipe out the entire present value of the increment 
regarded as the property of the owner, because the tax 
is not payable for years to come, and in the meantime 
the owner has the use of the increases in the rentals. 
Thus even in our second example where the increase is 
rapid and the tax large, a tax at 100 per cent of the 
increment, and with no exemption, would still leave a 
present value of $75.10 for every $1.00 of present 
income (as against $183.45 untaxed) of which $55.10 is 
attributable to the enjoyment of the increment in the 
interval before the tax is to be paid. (3) The tax re- 
ceipts will necessarily mature very slowly, and will 
come in very irregularly. 

The tax receipts and values under the general prop- 
erty tax on the two pieces of land used in the two 
examples may now be stated. In the first example, we 
assumed a piece of land increasing in value at the rate 
of 10 per cent at the end of each period of seven years. 
If the rate of the property tax be assumed to be one per 
cent on the capital value of the owner’s interest or 
share, and that value be taken to be twenty-five years 
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purchase of the ground rental less the tax, then the 
government has a permanent share always equal to one- 
fifth in the property. The original $30.924 which we 
found above, or the value of the land per $1.00 of pres- 
ent income or ground rent, is thus divided and the 
share of the owner is $24.739, while that of the govern- 
ment is $6.185. The owner’s share in the increment 
alone has a present value of $4.739 ($24.739—20) and 
the government’s share in the same, a present value of 
$1.185 ($6.185—5). It appears, then, that the govern- 
ment’s share under the general property tax, or $1.185, 
in the increment alone is six and four-tenths times as 
large as it would be under an increment value land tax of 
the sort used in our example, which in the parallel case 
was $0.1856. 

Again applying the same method to the second 
example the present value of the two interests combined 
is as before $183.45. The private owner’s share is 
$146.76 and the government’s share, through the general 
property tax, $36.69. The owner’s share in the incre- 
ment alone, has a present value of $126.76 and the 
government’s share has a present value of $31.69. The 
latter is two and two-tenths times the present value of 
the government’s interest under the increment value 
land tax which was found above to be $14.26. 

The comparison here instituted is kept strictly to the 
effects on the increment values only. There is of course 
the further effect that the property tax depresses the 
original value disregarding the increment. This is 
important if we anticipate that the rates of the general 
property tax will increase, for the value of the original 
investment is often large as compared with the incre- 
ment value. It may be objected that we have used 
a fairly stiff rate for the general property tax, but since 
the differences found are so large the main statement 
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that the general property tax is likely to impose a larger 
burden on the increment than the increment value tax 
alone is still true, even at lower rates, within reason, for 
the property tax. 

Summarizing the results and adding the effects of 
combining both taxes we have the following: 


Exampte I. Lanp Vatus Increases 10% Every Seven YEars 


Value of the land, untaxed, per $1.00 present income...... $30.924 
Value of owner’s share under the increment tax only ...... 30.74 
Value of owner’s share under the property tax only ....... 24.739 
Value of owner’s share under both taxes combined ........ 24.592 
Value of government's share, increment tax only.......... 0.1856 
Value of government’s share, property tax only........... 6.185 
Value of government’s share, both taxes combined ........ 6.3321 
Examptz II. Lanp Vaturs Dovusizs Every Seven Years 

Value of the land, untaxed, per $1.00 present income ...... $183.45 
Value of owner’s share under the increment tax only ...... 169.18 
Value of owner’s share under the property tax only ....... 146.76 
Value of the owner’s share under both taxes combined .... 132.34 
Value of government’s share, increment tax only ......... 14.26 
Value of government’s share, property tax only .......... 36.69 
Value of government’s share, both taxes combined ........ 51.111 


We have now finished the task we set ourselves and 
found the back that bears the burden, and how to meas- 
ure that burden. The far greater task of interpreting 
the results in terms of social and economic well-being 
remains for others or for some future effort. 


Cart C. PLEEN. 
Untversiry oF CALIFORNIA. 


1 The third figure in each example for the government's share is not the sum of the 
two above it, because the general property tax alters the relati the p 
and the future values after deduction of the 10 per cent exemption so that the proportion 
of the increment value tax is different. 
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SUMMARY 

Significance of cost analysis for economic theory, 507. — Analysis 
of commercial costs, 508. — Bearing on price policy, 511.— Devices 
resorted to: brands, codperative arrangements, 511.— Analysis of 
manufacturing costs, 514.— Machine rate analysis, prime cost, addi- 
tional cost, 514.— Endeavor to avoid cutthroat competition, by 
consolidations, associations, brands, uniform accounting, 517. — Com- 
petition in foreign markets, 520.— Conclusions, 521. 


During the last decade there has been a common ap- 
prehension among economists that the old economic 
man needed to be somewhat more definitely defined and 
that the progress of economic science would be greatly 
promoted by an elucidation of our assumptions in re- 
gard to motivation. No one has seemed to understand 
that the effectiveness of economic science was limited 
more by the inadequacy of its analysis of cost than by 
the nature of its analysis of demand. Practically all 
the laws of economic science have been closely related 
to cost of production analysis. The latter occupied the 
center of the stage not only for the classical economists, 
but for the writers of our economic texts. It is a fair 
prediction that for many decades the analysis of cost 
will continue to be the more important element in the 
attempt to explain business enterprise. It is the pur- 
pose of this paper to show how a classification of costs 
different from that commonly employed will throw 
light on the nature of competition and the adjustment 
of market prices. The income account supplemented by 
507 
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the machine rate of modern cost accounting is to be the 
instrument of analysis employed for this purpose. 

The ordinary income of a commercial business may 
be analyzed for the present purpose as follows: 


Suacestep Form ror Prorir anp Loss STaTEMENT 
Sales 


re my ht MrellgS —— 8S ve obit 
Cost of Goods Sold 
Furniture Inventory, first of period...... ..... 
Net Purchases of Furniture.......... 0 ..... 0 scees 
Ee a re 


Carpet Inventory, first of period ........ ..... 
Net Purchases of Carpets ........... 0 c0000 cece 


Less Carpet Inventory,endofperiod.. 8 ..... css. 
Freight-In on Furniture and Carpets..... = 8 8 = ..es, 


Total Cost of Furniture and Carpets 


Other Income 
Net Returnsfrom Repair Department.... = ..... 
Net Profit from Consignment Sales...... wwe ees 


Total Income (Add Gross Profits and 


@eececececeosseseeoe $f + jj eee0¢ 












































FIXED COSTS AND MARKET PRICE 509 


catia s ants knee d aie Kuina s 64s  % aa. eee 


There would be some difference of opinion among ac- 
countants as to whether the statement is satisfactory 
for all purposes. It will, however, serve for the purposes 
of this paper and is, in form, practically the same as 
those found in some of the modern accounting texts. 
Let us now raise some questions about the relation of 
the several items of cost to the sale price of the product. 

The cost of goods sold is a cost which varies directly 
with the volume of sales. In the case of staple goods 
there would ordinarily be nothing to gain in the sale at 
a price which would not cover this class of costs. In the 
case of style goods, which can not be carried over safely 
from season to season, it might pay to sell below cost to 
avoid a loss of the purchase price. If staple goods were 
threatened with a violent decline in prices there might 
be sales below this cost if the prospects indicated that 
the sale price for the retailer would go below the cost 
price. There would be a sale at a loss to avoid a further 
loss. Retail prices, however, do not ordinarily fluctuate 
rapidly, and it is not common for a dealer in staple wares 
to sell his commodity below cost. The large department 
store may cut the price of a staple commodity below 





"i 
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the cost of goods sold as an advertising device. The pur- 
pose, however, in so doing is to sell style and specialty 
goods, which would not otherwise be sold, at a price 
which will result in a larger gross profit than would 
be secured without the price cutting. It will be the aim 
of the merchant to insure at all times that the per cent 
of gross profits on total sales will be high enough to yield 
the maximum of gross profits considering the expenses 
to be incurred. 

Now let us examine the nature of the outlays in- 
cluded under the caption of expense. Rent, interest, in- 
surance, and a part of the salary outlay will be incurred 
with a comparatively small volume of sales to the 
same extent as with a larger volume. Assume a given 
space for the store and a given investment for equip- 
ment, these expenses will be approximately the same 
in seasons of dull business as in seasons of active busi- 
ness. Let us for convenience call such expenses fixed 
expenses. Let us then call those expenses incurred in 
getting additional business, additional expenses. In 
commercial business the fixed expenses are small when 
compared with the total of cost of goods sold plus addi- 
tional expense. Yet they would in many cases constitute 
50 to 75 per cent of expenses. The bearing of these fixed 
expenses on competitive bidding, large even in com- 
mercial business, is far more important in manufactur- 
ing enterprise. 

Let us suppose that the merchants in a given line of 
trade are selling an amount of goods which yields a net 
profit amounting to a fair return on the investment in- 
volved, a return at least equal to that which they sup- 
pose might be obtained in any other business that might 


' be followed. Each has a volume of business fairly pro- 





portionate to the amount of equipment involved. There 
will be no temptation to cut prices when times are good 
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and all are handling as much trade as their facilities will 
justify. Now let us suppose that the advent of a new 
competitor into the field, or some other cause results 
in a decrease in the sales of each of the old merchants. 
Each will desire to increase his volume of business. If 
a@ new customer can he had at prices above the cost of 
goods sold plus additional expense it will pay to reduce 
prices to that point even though the fixed expenses are 
not covered. The fixed expenses are incurred anywa 
and are not increased by the additional sale. They are 
reduced per unit of merchandise by the sales of the 
character indicated, even though selling all goods at 
such a price would ultimately result in receivership or 
bankruptcy. When price cutting results in an increase 
in the volume of sales, a merchant whose sales are low 
can afford the reduction in price so long as the reduced 
price slightly more than covers the cost of goods sold 
and the additional expenses of the sale. The fixed ex- 
penses are not included in the necessary price of the ad- 
ditional sale because they are incurred even if the sale 
is not made. 

The reader will reply that this would be an unwise 
price policy. The merchants themselves also urge that 
this is an unwise price policy. Yet one is forced to 
conclude that without codperation this remission to the 
consumer of the major part of fixed expenses cannot be 
avoided. Since an individualistic attitude forces the 
kind of competition which may be called cutthroat 
competition, devices must be found to avoid this free 
competition. The chief device resorted to for this pur- 
pose is the handling of different brands. If one clothier 
handles the John Brown clothes, and his competitor 
handles the Rogers Peet brand, there then can be no 
close comparison of prices. Sales will be made on a 
style and quality basis, and the temptation to price 
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cutting will be largely removed. Trade agitation 
against price cutting is carried on to protect the staples, 
but regardless of all this agitation the margin of profit 
for such commodities is comparatively small and every 
merchant is trying to increase the number of his 
specialties. 

Even in the case of staple commodities it is possible 
for the various sellers to effect a codperative arrange- 
ment if the number of competitors is small. The retail 
lumber dealers in small cities ordinarily have some 
understanding in regard to a codperative basis of 
prices. But the difficulty of establishing a codperative 
basis for prices increases with an increase in the number 
of competitors. If in a field of enterprise in a given com- 
petitive area the amount of original investment per es- 
tablishment is large, there ordinarily will be but few 
competitors. In such lines of business, a codperative 
understanding is most probable. In such concerns, 
the fixed expenses also will be large, and the need of 
& coéperative arrangement the more urgent. In those 
mercantile lines where fixed expenses are large and the 
commodities are staple the dealers are more readily 
induced to embark upon a policy of destructive com- 
petition. The remedy for the evil is codperation. 
Merchants and manufacturers, especially those whose 
fixed expenses are large, prefer specialties because their 
sale involves less temptation to undersell. The con- 
sumer of specialties has no decisive basis for comparing 
the prices of various dealers. In the case of such articles 
underselling is not an effective instrument in increasing 
the ‘volume. of sales. Another means frequently em- 
ployed to avoid the underselling which large fixed ex- 
penses would foster is found in the use of the exclusive 
agent. This selling arrangement is a complementary 
organization designed to make special brands more 
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effective in accomplishing this purpose of preventing 
destructive underselling. Even a branded good, if in 
the hands of many retailers in the same community, 
would be subject to underselling for the same reasons 
as those referred to in the case of the staple commodity. 
If the branded good is comparatively expensive and 
consequently does not fall into the large class of in- 
expensive convenience goods, the case of exclusive 
agents may serve effectively to prevent selling below 
cost. Oak filing cabinets, typewriters, and refrigera- 
tors are well known examples of this class of goods. 

Cutthroat competition has, however, been of small 
consequence in mercantile lines in comparison with its 
far-reaching effects in the manufacturing field. Here the 
fixed costs are large and as a result, the underselling has 
been severe. To aid in the exposition of the situation 
in manufactures, it will be worth while to present an 
example of the somewhat more elaborate statement of 
costs used by manufacturing concerns. 

The form on the following page will serve to indicate 
the character of the statement which generally has 
been found satisfactory in manufacturing concerns not 
employing the machine rate computation. 

The statement above makes entirely satisfactory 
provision for all the items entering into prime cost. The 
ascertainment of prime costs in manufactures is com- 
paratively simple. The bearing of it on sale price is 
similar to that of cost of goods sold in the case of the 
commercial statement. Raw materials are not generally 
style goods, so that they can readily be carried forward 
from season to season. Prime cosis are not ordinarily, 
however, so large a percentage of total costs as cost of 
goods sold would be of total costs. 

The large amount of expense or manufacturing ex- 
pense in a factory business makes it urgent that a device 
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Form For ANNUAL MANUFACTURING STATEMENT 


Prime Cost 
Inventories, April 1, 1914 


EE 


Supplies and Expense, Inventory, 
sy a el ei a a 


Less Supplies and Expense, Inven- 
ecb Mh) 8! ade 


Total Manufacturing Expense len 


pemecumerpeeameneme., —“‘(‘(‘té‘C RS ww 


be found for its proper distribution in the computa- 
tion of the cost of each article produced in a given 
factory. This manufacturing expense is variously called 
overhead, burden, indirect expense, shop charges, or 
manufacturing expense. For brevity it will be called 
overhead in the remainder of this paper. 

The machine rate is a device commonly employed by 
large concerns in the distribution of this overhead.’ 


1 The el its of the hine rate used by A. Hamilton Church, one of the first 
men to set forth the importance of the device, are indicated in the table on page 515: 
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Professor Cole has given a machine rate analysis par- 
ticularly useful for the purposes of this paper.' He 
has divided overhead or manufacturing expense into 
the following categories: (1) space costs, (2) machine 
costs, (3) machine-use costs, and (4) power costs. Space 
costs and machine costs are incurred as a result of op- 
eration. Power costs are also incurred to some extent 
as a result of operation. In order to cover these types 
of cost, Professor Cole suggests a minimum rate and an 
additional rate. The additional rate covers the cost per 
hour of running in excess of the cost that would be in- 
curred if the machinery were idle. When the machinery 
is idle the cost per hour is covered by the minimum rate. 
When it is in operation the cost per hour includes both 
the minimum and the additional rate. 

The analysis above indicates the importance of mini- 
mum rate costs or fixed costs in manufactures as distinct 
from additional rate costs or additional costs and the 
instrument employed for their determination and dis- 
tribution. It also serves sufficiently to indicate the 
character of the concepts involved, so that their appli- 


Ssor-Cuarce Account — JANUARY 








Debit: Credit: 
Interest on machines........... $53.00 Machine earnings.............. $576.00 
Depreciation on machines....... 53.00 Being total of amount distrib- 
ES 100.60 uted to jobs by means of new 
Wages on automatic machines.... 75.00 machine rates this month. 
Process Sundries (oil, etc.)....... 45.00 Undistributed balance.......... 100.00 
Debit for floor burden........... 250.00 
Supervision (general)........... 100.00 

0 re $676.00 Total credit. ............ $676.00 


Total hours of work during month, 4,400. 

Supplementary rate equals $100.00/4,400, or 2.27 cents per hour. 

The items on the debit side above are the ones to be distributed. The items on the 
credit side and the notes below the table indicate the method of distribution. On the 

pposition that a hine or a given productive center will run a certain number of 

hours per year, one can fix an hour rate for the hine or hines that will cover a 
group of fixed expenses for the period such as those found on the debit side above. If 
the machine is not constantly employed, some of the expense concerned will not be 
distributed. Church’s method is to add the undistributed expense by means of a sup- 
plementary rate at the end of the period. 

1 W. M. Cole, Accounts, ch. 19. 
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cation to competitive cost analysis may readily be 
discerned. The fixed costs are by far the larger part of 
overhead. costs in manufactures. They might in some 
cases amount to approximately 50 per cent of the total 
manufacturing cost. 

In times of active business it would be easy for a 
manufacturer to charge a price which would cover prime 
costs, fixed costs, and additional costs. If the demand 
were such that it not only kept all machinery active but 
also exceeded the total output of the machinery in full 
operation, the price of the factory output might go con- 
siderably above a figure that would yield a fair return on 
the investment. But in dull times the demand might 
fall off to such a point that the full time operation of 
machinery would not be required to supply the current 
demand at a price covering total costs. The question 
arises as to the principles governing price cutting under 
such circumstances. 

To present complete costs for the purpose of computa- 
tion, the factory cost statement must be supplemented 
by a commercial statement showing merchandising 
costs, such as that given in the first part of this paper. 
Complete costs, so stated, would then be the prime 
costs, the fixed factory costs plus fixed merchandising 
costs, and the additional factory costs plus additional 
merchandising costs. For convenience, fixed costs will 
be used to indicate both kinds of fixed costs and addi- 
tional costs both kinds of additional costs. 

When the lack of business means idle machinery for 
a factory, it pays to produce for any price above prime 
costs plus additional costs. Fixed costs involve loss 
during idle periods and any income in excess of the 
prime plus additional costs tends to reduce by that 
much the loss that would otherwise accrue. As a con- 
sequence the same principle applies to factory prices in 
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dull times which applies to railroad rates of parallel lines 
in times of depression. The financiers discovered many 
years ago that it was a hazardous venture to undertake 
to finance a railroad building a line in direct competi- 
tion with an existing line. The result of such competi- 
tion would ordinarily be a receivership for both. It 
was the fixed cost item in railroading which caused com- 
petition to be disastrous and brought about such co- 
operative rates that they virtually are under the 
supervision of the Interstate Commerce Commission. 

It is not so commonly recognized that precisely the 
same cost factor forced the consolidation of competing 
steel plants into the United States Steel Corporation 
and at the same time forced consolidations in many 
other lines of industry. Consolidations have frequently 
had as their avowed object the reduction in costs which 
is supposed to result from large scale production. 
There is doubtless some truth in this, but students of 
the consolidations since 1890 ordinarily conclude that 
the character of the price competition which prevailed 
also had much to do with the consolidations. No one, 
however, has clearly set forth the bearing of the various 
cost: factors on the character of the competition which 
invariably accompanies a depression in business. 

Even after extensive consolidations had been effected 
in various industries there was difficulty in preventing a 
recurrence in these industries of the cutthroat compe- 
tition of which the consolidations were a result. The 
devices employed to avoid its recurrence have been 
somewhat similar to those already referred to as exist- 
ing in the retail trade. In fact, it was the factory own- 
ers who discovered how to save the retailer and save 
themselves at the same time. 

In the first place, associations have been formed in 
various fields of manufactures. Through these associa- 
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"tions there was created a certain esprit de corps, which 
developed a feeling in favor of fair competition. If the 
‘commodity concerned was of staple character, there 
would be a tendency to follow the price schedule adopted 
by the controlling factor in the trade. If a large com- 
pany sold steel rails at $28 per ton there would be a 
general acceptance of this price on the part of the small 
number of competitors still in the field. The ease with 
which such a coéperative practice can be established 
is roughly in inverse proportion to the number of 
competitors. ; 

Where the staple character of the commodity can be 
modified by the production of different brands, the 
coéperative relation is much more secure. It is very dif- 
ficult to prevent cutthroat competition among the pro- 
ducers of ordinary salt because it is not possible, here, 
to use a variety of brands to good effect. Similarly, 
it takes a strong consolidation in the sugar industry 
to prevent the occurrence of cutthroat competition. 
Altho the use of a variety of brands is not practicable 
in the steel industry the larger initial investment re- 
quired for successful operation and the smaller number 
of competitors render it less difficult to prevent under- 
selling. 

The style tendencies in shoes and dress goods are to 
some extent an outgrowth of the requirement of special- 
ties to prevent cutthroat competition. As soon as a 
given style of dress goods is standardized its production 
is placed on a very close profit margin. The tendency 
of the factories is to discover dress goods that will give 
them a specialty and remove them from the baneful 
results of cutthroat competition. A similar situation 
in the shoe industry results in a constantly shifting 
variety of styles. The competition must be placed on a 
style and quality basis regardless of the cost of develop- 
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ing a market for a new style. The new style is essential 
for the purpose of avoiding destructive competition. 

The typewriter industry has developed another device 
for reaching a coéperative basis. The number of com- 
petitors was not so large that it was impossible to create 
a satisfactory situation in the market for new machines. 
But the number of dealers in second-hand machines 
was large and the character of the competition was 
dangerous. It was possible, however, by means of the 
number series to tell the age of a second-hand machine. 
The discounts on old machines can be based on their 
age, and the publication of the list of discounts graded 
in this manner serves to establish a basis of competition 
which does not demoralize the market. 

The automobile industry furnishes an example of 
still another means of avoiding destructive competition. 
Not only must a new machine be a new brand or model, 
but it has a still better chance if it is made to sell at a 
price which will fill a rather large gap in the price range 
of existing machines. When the Dodge Brothers 
wished to compete with Ford, they did not make a car 
that would sell for the same price as the Ford car. They 
made a car of a different model and a different price. 

The associations of job printers have been particularly 
active in promoting a uniform cost accounting plan. 
They have also established a rule that no one shall bid 
for a job at a price which will not fully cover overhead as 
well as prime costs. The job printers are in dire need of 
a coéperative basis because of the comparatively large 
investment in machinery and the resulting large fixed 
costs. If the job printers in a given locality are few it 
should be possible for them to get together on some such 
arrangement as the cost basis of bidding. 

By the devices above mentioned and others of a simi- 
lar character the domestic market may be so organized 
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as to remove the more dangerous causes of destructive 
competition. But this does not suffice for the foreign 
markets. To avoid idle machinery in dull times the 
factories of the various nations resort to “ dumping.” 
If protected, by a domestic tariff or otherwise, against 
reimports, they can afford to sell in the foreign markets 
at a price which will cover little more than the prime 
cost plus additional costs. The fixed costs, which in- 
clude the major part of the overhead, need not be fully 
covered. This cutting of prices in a foreign market is 
less hazardous than it would be in the domestic market, 
because it is thereby made possible to sell the additional 
output at a lower price without demoralizing the home 
market. It may be pointed out, however, that this 
tends to demoralize the foreign market. Where the 
competitors for foreign trade are located in the same 
country they have frequently succeeded in bringing 
this foreign trade to the same coéperative basis as that 
reached for domestic trade. There is still no possibility, 
however, of preventing the factories of a given nation 
from resorting, in coéperative agreement among them- 
selves, to cutthroat competition in foreign markets 
with the factories of another nation. This is substan- 
tially what has been occurring in connection with the 
exploitation of the foreign trade markets. A given 
country can largely safeguard its own factories by a 
protective tariff. But if there is competition between 
two of the leading commercial nations for the trade of 
some third country, there is no way of preventing cut- 
throat competition except by international conventions 
and agreements or by agreements between the respec- 
tive groups of industrials in the several countries. 

It should be pointed out further that the reduction 
of prices to a point at which they are inadequate to 
cover the major part of fixed costs is least damaging to 
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the concern for which foreign trade is a side line. Such 
a concern can substantially reduce its losses from idle 
overhead, while keeping the greater part of its trade 
free from danger of demoralization through cutthroat 
competition. 

Fixed costs also have a close relation to the question 
of side lines in domestic trade. The side line is one of 
the standard methods adopted for the employment of 
machinery which would otherwise be idle. In this way 
a factory demoralizes the market for some other com- 
modity than the one to which its productive equipment 
is chiefly devoted. The manager of a factory producing 
foundry machinery a few years ago added to its list of 
products a side line in hand cars or pushcarts, which 
it produced in dull times at low prices for the purpose 
of reducing the loss in overhead from idle time. The 
overhead has a distinct bearing on the market risk in 
commodities subject to side-line production, and this 
makes the competition in such commodities more dan- 
gerous than in other types of commodities. 

Many economists have discussed the significance of 
“joint costs” and have attempted to define them. 
The cost of a by-product commodity, so long as it is a 
side line and the articles to whose production the factory 
is chiefly devoted are produced largely by factories not 
employing the side line, is the additional cost involved 
in its production over what would have been incurred 
without producing the side line. Other refinements on 
this point could be brought into the discussion, but a 
detailed excursion into the theory of joint costs would 
be going too far afield. 

There is another type of by-product or side line, which 
should be associated not so much with idle machinery or 
fixed machine costs as with other fixed overhead. This 
can best be described by a reference to the situation 
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found in the marketing of farm machinery. In order 
to market binders and mowers over the country as a 
whole, the producers of these articles found it necessary 
to build up a large selling organization. When this 
selling organization was once created, it was possible to 
add other lines which could be sold through the same 
channels with comparatively small additional overhead. 
The result was that the company added one side line 
after another until it had a line which would tax its 
plant to capacity. It was selling all that it could sell 
through the given organization without an unreason- 
able enlargement of overhead expense. The govern- 
ment report showed that the company was making a 
smaller profit on the side lines.! It could afford to pro- 
duce the side lines without charging a large portion of 
the overhead against them because their production and 
marketing did not involve a large addition to overhead. 

What has been said above will suffice to show how 
general are the influences of the category of fixed costs 
on competitive price. In the initial stages of any enter- 
prise the cost computation would include fixed costs as 
a part of the costs to be covered by market price. The 
cost computation made at such a time would correspond 
rather closely to the normal cost category in some of 
the current economic analyses. But when an enterprise 
has been launched this normal cost can no longer be the 
* determining factor in the retention or elimination of 
the launched enterprise. It is this factor which makes 
the entry of a new plant into a competitive field particu- 
larly hazardous. If at any time the various competing 
plants have a demand which is insufficient to take the 
supply of the existing plants at their full capacity a new 
cost computation arises which tends to reduce market 
price to a figure that will cover less of the fixed costs. 


1 See Report of the Bureau of Corporations on International Harvester Co., p. 243. 
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The demand for the output of factories is subject to 
great fluctuations. The rate of saving along with a 
considerable degree of freedom for productive enter- 
prise has brought into practically all the fields of manu- 
facture more plants than can be kept running at full 
time capacity from year to year. For the greater part 
of the time there is not a full employment of the equip- 
ment and organization of industrial enterprises. Many 
of these plants have doubtless come to rely on the possi- 
bility of avoiding the cutthroat competition which 
would undermine their stability, through reliance on 
some form of codperation or on some device which will 
shift the competition to a style or brand basis. 

The influence of fixed costs on market price can not, 
therefore, be regarded as a factor causing merely tem- 
porary divergences from what has been called normal 
cost. On the contrary, the presence of fixed costs as a, 
significant fraction of total costs tends to modify for an 
indefinite period of time the character of competition. 
If fixed costs are large there must be a style or brand 
competition on the one hand or, on the other hand, con- 
solidation of producers similar to that which took place 
in the steel industry, in the railroads, and in various 
large-plant industries producing goods of a compara- 
tively staple character. The ordinary supposition in 
regard to cost computation under free competition does 
not allow for a production of goods below cost when 
the producers anticipate at the time of initiating pro- 
duction that the output is to be sold below cost. The_ 
fact that full time operation of industrial equipment is 
not the normal condition of industry means that ordi- 
narily a group of freely competing machine industries 
will sell the output below cost and that some degree of 
codéperation is necessary to secure a scale of prices that 
will yield an adequate return on fixed investments. 
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Any attempt to measure the expediency either of the 
style and brand type of competition or of government 
supervision is outside the scope of this paper. Much 
could be said of the multiplication of advertising costs 
through style and brand competition. The difficulties 
and dangers of government supervision need not be 
dwelt on. It is intended here to point out merely that 
the cause of the appearance of these problems is to be 
found in the development of cutthroat competition. 


SpurRGEON BELL. 
UniversiTy oF TEXas. 

















THE OPERATION OF THE MASSACHUSETTS 
INCOME TAX 


SUMMARY 


I. The Administration of the tax, 525.—II. The financial results, 
528. —III. Comparison with the taxation of intangible property under 
the general property tax, 531. 


I. Tae ADMINISTRATION OF THE Tax 


THe Massachusetts income tax went into operation 
in the year 1917, and its results are now a matter of 
record.! As explained in a previous number of this 
Journal,? the administration of the tax was placed 
wholly in the hands of the tax commissioner, who was 
authorized to appoint an income tax deputy and to 
divide the state into assessment districts. The deputy 
was appointed in the summer of 1916, and by the end 
of the year an efficient administrative staff had been 
created, the state being divided into ten assessment dis- 
tricts. During the last months of the year a campaign 
of publicity was inaugurated, with a view to acquaint- 
ing the people of the commonwealth with the re- 
quirements of the new law. Literature was extensively 
circulated, and a corps of speakers organized who re- 
sponded to many calls from various cities and towns. 
Banks and other similar institutions aided greatly in 
this campaign by circulating literature and establishing 
information bureaus for the use of their customers. 
Finally, the income tax department sent representa- 
tives to every city and town at stated times to meet tax- 


1 Report of the Tax Commissioner, 1917. 


2 Quarterly Journal of Economics, November, 1916. 
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payers and assist them in complying with the require- 
ments of the law. 

The result was a very general compliance with the 
requirement of returns of taxable income. No less than 
183,000 ' returns were received, which meant that the 
tax was enforced strictly upon the basis of sworn re- 
turns by tax payers, and not by official estimates. As 
was natural in the first year, many of the returns were 
defective, and the income tax department was put to 
a great deal of labor that will probably not be re- 
quired in the future. In general, it was evident that 
the people were attempting to comply with the law, and 
that codperation between the taxing authorities and 
the taxpayers had been secured to a very large extent. 
Up to January, 1918, about 9000 delinquents were 
rounded up by the department, and it was then esti- 
mated that further search might disclose some 10,000 
other cases. These figures seem large; but when com- 
pared with the total number of returns received, they 
indicate that the law was as fully complied with as 
could have been expected of any similar act in the first 
year of its operation. There were, of course, many 
errors resulting from no dishonest intent, and caused in 
most cases by uncertainty as to the taxable status of 
stock dividends, shares of voluntary associations, and 
some other items. There were also about 4000 cases 
where questions of domicile were raised, but in most of 
these it was determined that the persons concerned 
were inhabitants of the commonwealth. Up to Janu- 
ary 1, 1918, supplementary investigations made by the 
department brought in some $300,000 of taxes. 


1 This was many times the number previously received in the state by the United 
States Internal Revenue Department which had ordinarily received 25,000 returns. 
Differences in the scope of the Federal and the state tax account in part for the smaller 
number of returns to the Federal government, but it was noted that in the spring of 
1917 the enforcement of the state law resulted in a substantial increase in the number 
of returns received by the Federal authorities. 
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The amount of taxes assessed under the new law was 
as follows: 





Tax on interest and dividends.................. $8,697,503 
Tax on business and professional incomes....... 2,577,061 
Tax on gains from dealings in intangible property 836,234 
III 9:0. 910 4 t:0s:diacecercimncd oe e's ola'anad 24,211 
Es acess LID ee Ere ae $12,135,009! 


Up to March 21, 1918, abatements amounting to 
$140,784 had been granted, but additional assessments 
made the total tax assessed at that date $12,119,000, of 
which sum $11,929,000 had actually been collected. 
Ninety-four per cent of the taxes assessed on Septem- 
ber 1, 1917, had been paid by October 15, when interest 
began to accrue, and three per cent more were collected 
by November 15. The $189,449 of uncollected taxes 
outstanding on March 21, 1918, represented approxi- 
mately one and one-half per cent of the taxes that had 
been assessed. 

The cost of administering the new act was large, but 
not excessive, and amounted to $301,502. Of this sum, 
$40,668 had been expended for office equipment and 
publicity work which were incidental to the establish- 
ment of the new system, so that the ordinary cost of 
administration was $260,834, which represents about 
two per cent of the amount of the tax that will be col- 
lected. Moreover, this figure should be reduced by 
$36,977, to allow for interest accruing upon income tax 
balances, so that the net cost of collection can be esti- 
mated at 1.86 per cent, a figure which compares favor- 
ably with the cost of collecting other income taxes. 


1 Of this amount $462,300 is estimated. 
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Tue FINANCIAL RESULTS 


The yield of the tax materially exceeded the esti- 
mates. The income tax act was premised upon es- 
timates, made May 16, 1916, that the six per cent tax 
levied by the proposed law upon interest and dividends 
would yield $8,000,000 and upwards, and that the one 
and one-half per cent tax levied upon business and 
professional incomes would yield from $750,000 to 
$1,500,000. No attempt was made to estimate the 
yield of the three per cent tax upon gains from dealings 
in intangible property, since there were no data upon 
which an estimate could be based. 

The actual yield, it will be noticed, of the six per cent 
tax on interest and dividends was $8,697,000, which cor- 
responded very closely with the estimate of $8,000,000 
and upward. The tax on business and professional in- 
come actually yielded $2,577,000, which greatly ex- 
ceeded the highest estimate. The yield of the three 
per cent tax on dealings in intangible property was 
$836,000. Instead of an estimated yield of from nine 
to ten millions from the various taxes provided by the 
act, the law of 1916 has yielded over twelve millions. 

These statistics need to be compared with those 
showing the revenue derived from intangible property 
and personal and business incomes under the general 
property tax. The comparison is not easy for a number 
of reasons. In the first place, intangible property and 
personal and business income were taxed under the old 
system by a process of doomage, and in the assessors’ 
returns were lumped with certain items of tangible per- 
sonal property under the head of “ all other ratable 
personal estate.’’ This item totaled $762,636,000 in the 
year 1916; and there is an official estimate ' that, of this 


1 Aggregates of Property, Taxes, etc., 1916, Part II, p. 86. 


























MASSACHUSETTS INCOME TAX 529 


amount, $112,854,000 represented tangible personal 
property, $610,774,000 represented intangible personal 
property, and $39,008,000 represented business and 
professional incomes. But this estimate probably over- 
stated the amount of intangible property. 

The second reason is that in 1916 local assessments 
of intangible property were greatly increased in a num- 
ber of cities and towns, purely as a result of the enact- 
ment of the income tax act. If that law had not been 
on the books, personal property in these cases would 
have been doomed for about the same amount as in 
1915. But the enactment of the law freed boards of 
assessors from the fear of driving wealthy inhabitants 
out of town, since emigration would not enable tax 
payers to avoid 1916 taxes and a new system was going 
into operation the following year. It is, therefore, not 
fair to make the 1916 assessments of personal prop- 
erty the basis of comparison. In the entire common- 
wealth assessments of personal property rose from 
$1,195,098,000 in 1915 to $1,275,754,000 in 1916, an 
increase of $80,656,000, which was larger than normal. 

In the third place, the income tax act provided that 
no assessment of personal property in 1917 should be 
reduced below the amount assessed in 1916 unless the 
taxpayer come forward with a sworn return of his 
tangible personal property which was all that remained 
subject to local taxation. The result was that the ex- 
emption of intangible property and of income from local 
taxation could not and did not decrease local assess- 
ments as much as it would otherwise have done, which 
is merely another way of saying that tangible personal 
property was assessed for considerably more than in 
1915. In the entire commonwealth the assessment of 
personal property declined from $1,275,754,000 in 1916 
to $730,591,000 in 1917. Here is a shrinkage of 
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$545,163,000, which would have been greater if tangi- 
ble personal property had not been more fully assessed 
in 1917, and would have been less if assessments of 
personal property had not been materially increased in 
1916 as a result of the passage of the income tax act. 
How far the two things offset each other no one knows 
or ever will know. 

The income tax act made the year 1915 the point of 
departure by providing that the revenue from the in- 
come tax should be distributed by the state to the vari- 
ous cities and towns on a twofold basis. In the first 
place, each town was to receive an amount that would, 
on the basis of its 1915 revenues, compensate it for the 
loss occasioned by the exemption of intangible prop- 
erty and business and professional incomes. In the 
second place, any balance remaining was to be divided 
among the cities and towns in the same proportion that 
was followed in levying the direct state tax. Upon 
this basis it was determined that $8,120,621! was needed 
to compensate the cities and towns for the exemption 
of intangible property and business and professional 
incomes. And probably this is the fairest basis from 
which to estimate the financial results of the new law. 

The income tax will probably yield in 1917 over 
$12,000,000 after all allowance is made for abatements, 
and this is from three to four millions more than intangi- 
ble property and incomes contributed under the general 
property tax. The net increase of revenue, however, 
was somewhat less because the administration of the 
tax cost in its first year about $300,000. 

1 This figure agreed very closely with that given in the estimate of May 16, 1916. 


In this estimate it was computed that intangible property contributed from $8,000,000 
to $8,600,000 to local taxation in the year 1915. 
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III. CoMPARISON WITH THE TAXATION OF INTANGIBLE 
PROPERTY UNDER THE GENERAL PROPERTY Tax 


The comparison of the amount of interest and divi- 
dends taxed under the new law with the amount of in- 
tangible property that was probably taxed under the 
old system may be of interest. The six per cent tax 
on interest and dividends yielded, as above stated, 
$8,697,000, which represented an assessment of 
$144,950,000 of interest and dividends. Under the old 
system, the estimate of May 16, 1916, indicated that 
from $500,000,000 to $540,000,000 of intangible prop- 
erty was locally assessed in 1915; and in point of fact 
the shrinkage in the personal property assessed in 1917 
was exactly $545,000,000. It is safe to say, therefore, 
that under the general property tax, locally adminis- 
tered, Massachusetts assessed property with a capital 
value of some $550,000,000; while under the income 
tax, administered by the state, it assessed approxi- 
mately $145,000,000 of interest and dividends. If we 
capitalize the interest and dividends at six per cent, we 
obtain a capital value of $2,400,000,000 of intangible 
property reached under the income tax in the year 1917. 

In this connection it should be taken into account 
that the income tax act exempted $300 of interest and 
dividends to people whose total income did not exceed 
$600, and that this exemption appears to have de- 
creased the assessment of income by about $2,000,000, 
representing about $33,000,000 of capital value. More- 
over, the act exempted trust funds held by a resident 
trustee for a non-resident beneficiary, which appears to 
have led to an exemption of $3,300,000 of income having 
a capital value, at six per cent, of over $50,000,000. It 
is further to be remembered that the six per cent rate of 
capitalization adopted in this calculation tends to under- 
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estimate rather than overestimate the capital value of 
the intangible property reached under the new act. If 
the net result is stated in terms of capital values, Massa- 
chusetts can claim to have increased the assessment of 
intangible property from $550,000,000 to $2,400,000,000 
in a single year, and that, too, in spite of exemptions 
amounting to more than $80,000,000 more. 

The act has so far occasioned little litigation. In the 
case of Trefry v. Garfield (227 Mass. 522), the Supreme 
Court of Massachusetts held that stock dividends, 
stockholders’ “‘ rights,”’ and dividends earned prior to 
1916 were taxable. In the later case of Falkner »v. 
Trefry the court held that the act did not apply to in- 
come received in 1916 prior to the death of a person 
who died in November. Only two other cases are pend- 
ing at the time of writing. 

The recently issued report of the State Tax Commis- 
sioner declared that the act of 1916 has given general 
satisfaction.'! It states that the wealthy are now pay- 
ing more than they did under the old system, while per- 
sons of small means have received exemptions they did 
not formerly enjoy. It notes that the law has brought 
an incidental benefit to many people who have been 
obliged to install better systems of bookkeeping than 
they formerly employed, and reports that the tax de- 
partment is aiding taxpayers, without charge, in instal- 
ling simple but adequate bookkeeping systems. It 
concludes: “ Both from the point of revenue and the 
public’s satisfaction, the law has proven a decided suc- 
cess. An equitable tax has been substituted for one 
that was driving wealth from the state.” 


CHARLES J. BULLOCK. 
Harvarp UNIVERSITY. 


1 Report of Tax Commissioner, 1917, p. 19. 


























REVIEWS 


THE TOWN LABOURER! 


Tue subject of this book is not exactly indicated by the 
title, which is somewhat too narrow. The industrial worker, 
whether in town or country, and the miner constitute the 
main interests, but there are chapters also on the new 
industrial system and the new class of industrial capitalists. 

The views of the authors may be stated in their own words: 
“the Industrial Revolution found England in the hands of 
an oligarchy, and of an oligarchy so free from misgiving about 
its capacity for government, that it resented even the smallest 
abatement of its control. The new industry increased human 
power to a remarkable degree, and it seemed to this oligarchy 
the most natural thing in the world that the economic should 
resemble the political structure, and that in the mill, as in the 
State, all this power should be concentrated in the hands of a 
few men, who were to act and think for the rest.” 

“The French Revolution has divided the people of France 
less than the Industrial Revolution has divided the people of 
England. For behind all the catastrophes and convulsions 
that seemed to the English upper classes the sum of the 
French Revolution, there was a constant and living inspira- 
tion, the sense for citizenship; whereas the Industrial Revo- 
lution, that seemed to represent peaceful and constructive 
progress, inspired the separatist notion that the mass of men, 
women, and children were not the citizens of to-day or the 
citizens of to-morrow, but merely part of the machinery that 
the great industry plied and handled.” 

1 The Town Labourer, 1760-1832: The New Civilisation. By J. L. Hammond and 


Barbara Hammond. New York and London, 1917. Longmans, Green and Co. 


Pp. 335. Price, $3.50. 
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There are chapters on political and economic conditions, 
economic theory, and religion; but the most significant 
from the authors’ point of view deal with the employment 
of children, the ambition and efforts of the workers, and 
their repression. Economic organization, economic theory, 
political system, religion itself, all conspired to keep down 
the standard of living of the poor. This was “the new 
civilisation.” 

The explanation of the part played by religion is inter- 
esting. Resignation to a servile standard was its mes- 
sage to the poor. Even Methodism was “ unfavorable” 
to the workers, but its energetic preaching must ‘ have 
made many men better citizens, and some even better 
rebels.” 

The authors had three avenues of approach to their subject. 
The genetic would have given them a background, an insight 
into earlier economic conditions, which would have somewhat 
altered their view of the effects of the introduction of the 
factory system. The comparative approach might have 
taught them that many of the evils of the new system were 
due to the changes involved rather than to the system itself. 
Neither of these was chosen, however, for the authors pre- 
ferred to make a cross-sectional examination of certain 
phenomena under a microscope which showed neither life 
history nor general development. 

We might expect that with such a plan the authors would 
go a long distance towards exhausting the available sources 
of information. Indeed this is one of the excuses for such a 
restricted field of operation. The preface tells us that ‘ new 
and important material” from the Home Office has been 
utilized. This manuscript material illustrates the well 
known general hostility of the government to the working- 
class movement and the particular activities of the Home 
Office in enforcing the law against combination. The new 
evidence, however, is found in only six out of the sixteen 
chapters, and it supplies new details rather than new kinds of 
information. Little that is new, indeed, in kind of evidence, 
argument, or conclusion, will be found in the book. Con- 
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temporary institutions and theories are set forth in the 
familiar way. 

It is a little difficult to understand how the authors failed 
to mention the work of Dicey and Gonner. From the latter 
they might have learned both fact and method. With quan- 
titative evidence they have little to do. They prefer to assert 
rather than to weigh. Contemporary opinion is accepted 
without reserve. 

The lament over the introduction of factory discipline is 
a familiar one. Such outcry we hear made today against the 
scientific management of labor. The increase in production 
involved in these new systems is forgotten in the unequal dis- 
tribution of the products. It is an old argument that the 
political system prevented combination, that the lack of 
combination kept down wages, and that therefore in order to 
gain a living men were forced to send out to work their wives 
and their children. Really these had been forced to work 
before under the domestic system. The industrial revolution 
took them out of their homes to work in the machine-run 
factories. This fact the authors note, altho they do not allow 
for it in their argument. There is as little historical per- 
spective in this book as there is balance of judgment. 

Not the logic of the book, for a glance at the table of con- 
tents shows a strange lack of sequence of cause and effect, 
but the style attracts the reader. The eloquent enthusiasm 
of the authors breeds contagion. Subjects such as capitalism, 
laissez-faire, Blackstonian optimism, labor unions, are trans- 
lated into human values. A certain ballad-like refrain adds 
to the conviction. Years ago it was “ taxin’ the people’s 
bread ”; now it is “ enslavin’ the masses.” 

It is just the insistence on this great social wrong that gives 
the book its anchor. Nominally an historical treatise, it is 
really a theme book for the social reconstruction of England 
after the present war. From the ironical use of the phrase 
“ the new civilisation ” in the title to the last sentence in the 
book, we see indication that the work is intended to make 
rather than to record history. It is not an objective stucy of 
history but the record of a personal experience: a journey 
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through the inferno of the industrial revolution guided by the 
spirit of social reform. 

In spite of its faults, this book deserves a place in every 
library. All will read it with interest; many with profit. No 
student can afford to ignore it. 

N. 8. B. Gras. 

CriarKk CoLLEGE 

Worcester, Mass. 





A THEORY OF INTEREST! 


Tue author’s solicitude lest mistaken ideas of interest may 
lead to mischievous legislation and ultimately to the under- 
mining of the economic foundations of civilization is a suffi- 
cient excuse for this book. The problem of interest is the crux 
of almost every program of fundamental social reform. If 
interest is a payment which is necessary to induce a sufficient 
number of men to perform a necessary economic function, 
and to perform it as well as it needs to be performed, there is 
no justification for socialism or socialists. If it is not neces- 
sary to the securing of that result, there is no excuse for any- 
thing but socialism or for any but socialists. It is not likely, 
therefore, that too much attention will ever be paid to the 
interest problem, or that too many really serious books will 
be written upon it. 

Whatever the author may call himself, it is pretty clear 
that he belongs to the equilibrist school of theorists. He 
brings his theory of interest under the theory of normal price, 
which is essentially a theory of the equilibrium of supply and 
demand. A normal price is one which will induce sellers to sell 
as much as buyers are willing to buy and no more. The 
function of price is therefore not simply to induce production, 
for some production would take place even if there were no 
price to be secured. Trout are sometimes given away by 
strenuous fishermen, flowers by zealous gardeners, and eggs 


1 By Clarence Gilbert Hoag, A.M. New York, The Macmillan Company, 1914. 
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by enthusiastic poultrymen. But in order to induce a larger 
supply than would be produced for other reasons a price is 
ordinarily offered for these things. The function of price is, 
therefore, to induce a sufficient supply to balance the demand. 
Interest, as the price which is paid for whatever it is that the 
capitalist does, has as its peculiar function the inducing of 
a sufficient quantity of that service or whatever it is. If there 
were enough capital, or enough of whatever it is for which 
the capitalist is paid, there would be no price paid for it. So 
long as there is less of it than is demanded, interest will have 
to be paid in order to induce more of it, or to increase the 
supply sufficiently to balance the effective demand. 

But what is it that the capitalist does? The author does 
not call it a service but rather “‘ the postponement of the con- 
sumption of a good or a service” (p. 47). “It is to be 
noticed that what is really advanced in any case is earlier 
services for later services” (p. 51). It occurs to the reviewer 
that it may be a service to exchange an earlier for a later 
service. 

So far as the essential features of the author’s theory are 
concerned they do not differ from those of any of a dozen or 
so of the recent writers on that subject. The differences are 
sometimes verbal and sometimes material, but even the ma- 
terial differences are of minor importance. No sound writer 
doubts that capital is a good thing for the individual or for 
society to have, tho some, including our author, forbid the 
use of the word “ productive’ to describe that fact. No 
one doubts that saving, or the postponement of consump- 
tion, if carried far enough, may occasion some sacrifice, 
tho some, not including our author, deny that this has any 
connection with the question of interest. 

The author shows that he has read widely in recent 
writings on interest, but in some cases he does not show the 
least comprehension of what the writers were driving at, and 
in others he misses some of their most important points. So 
far as his own theory is concerned it seems sound and well 
reasoned. His illustrations are generally new and original. 
Herein lies, in the opinion of the reviewer, the chief merit of 
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the book. The theory of interest is, in spite of all efforts at 
simplification, a difficult subject. It is important that it be 
expounded in every possible way and that a great many 
ingenious illustrations be used to make it clear. So long as 
it remains a well reasoned philosophy, we are not likely to 
have too many books on the subject, nor too many new 
methods of exposition tried out. 


QUARTERLY JOURNAL OF ECONOMICS 


T. N. Carver. 
Harvarp UNIVERSITY. 





BARKER’S PUBLIC UTILITY RATES 


Economists and engineers have been so absorbed with the 
question of the valuation of public utility properties, that 
they have failed to give to the problem of making specific 
rates (with the possible exception of railroad rates) the at- 
tention which it properly deserves. Therefore Barker’s “ Pub- 
lic Utility Rates ” ! is a welcome addition to the literature on 
public utilities, for it directs its attention primarily to the 
formulation of specific rate schedules for each of the various 
utilities. 

The author presents a broad survey of the problem of rates 
for the various utility services, free from the obscuring de- 
tails and variations which arise in individual cases. An “ at- 
tempt has been made to keep the pages understandable to 
men not technically trained” — an attempt in which Mr. 
Barker has succeeded fairly well. In order to accomplish this 
purpose, those chapters which deal with the rates of a partic- 
ular utility open with a review of its history, growth, and de- 
velopment, which is followed by a brief description of the 
technology of the industry. These sections are particularly 
valuable, because they present in brief compass those his- 

1 Public Utility Rates, A Discussion of the Principles and Practice Underlying 


Charges for Water, Gas, Electricity, Communication and Transportation Services. By 
Harry Barker, B.S. New York, The McGraw-Hill Book Company, 1917. 
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torical and technological facts which must be understood if 
rates are to be properly made. Then follows a description of 
typical rate schedules in operation in various places, together 
with the author’s constructive suggestions as to the proper 
basis for rates for that utility. 

The first four chapters are given over to introductory ma- 
terial, some definitions of rates and services, and a considera- 
tion of various bases for rates. A public utility is defined as 
“ a concern having special rights to use public property (like 
highways) and serving the general public’ when its ser- 
vice “ has become a necessity in the conduct of business 
and ordinary life of the many.” Such utilities are divided 
into two classes: (1) those which store and handle a product, 
and (2) those which perform a service. In the first class are 
water and gas companies, and perhaps “eventually furnishers 
of domestic supplies like ice, coal, and milk.” (It is difficult 
to reconcile this last statement with the previous definition, 
since such projects receive no special privilege from the pub- 
lic). In the second class are electricity-supply concerns, tele- 
graph and telephone companies, steam and electric transpor- 
tation lines, express companies, and the postal service. The 
author regards this grouping as an important one, in rate mak- 
ing. For the manufacturing plants of the first group of utili- 
ties may work under conditions of ‘‘ maximum efficiency,’ 
that is, up to capacity, and continuously. But utilities in the 
second group must provide the service when it is being used. 
Therefore light and discontinuous operation of the plant is 
necessitated, requiring heavy fixed charges on idle invest- 
ment. He holds that it is easier to test the reasonableness of 
rates of a utility making a storable product than of one per- 
forming a service. This may be. true, but it is significant to 
note that more has been done in developing scientific theories 
of railroad and electrical rates than of water and gas rates. 

In general, the author’s position is, that in spite of other 
matters which may exert an important influence on rates, 
the prices charged should be studied in their relation to cost 
of service. Cost of service is regarded as the logical basis for 
the formulation of rates. A rate based upon cost may be 
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accomplished by a two- or three-factor rate base, providing 
for the apportionment of fixed charges over customers in 
proportion to their possible demand, the assignment of oper- 
ating charges in proportion to their consumption, and the 
distribution of customer charges equally. Or it may be ac- 
com plished by a grouping of customers. General experience, 
we are told, indicates that usually the business can be grouped 
into a few classes, wherein the maximum and minimum costs 
of unit service vary but slightly. The most satisfactory rate 
system is generally one which rests upon a classification of 
customers, giving to each a rate that would be “‘ fair to the 
average customer of a class having wants similar to his.’’ 
Under this plan, the two- or three-factor basis, while forming 
the foundation of rates, is expressed in simpler terms. The 
aggregate fixed charges, operating costs, and customer ex- 
penses required to serve a group are divided by the quantity 
of service taken by the group, and we obtain “‘ a unit price 
which it is generally fair to impose on all the members of the 
group.” Generally speaking, the author seems to prefer the 
latter method, on account of its greater simplicity to the 
mind of the consumer. Simplicity in the rate schedule he 
regards as usually more important than rigid adherence to 
individual rates, even though these might be wholly logical 
and completely accurate. 

Chapters V to IX comprise a statement of the generally 
accepted principles of valuation, reasonable return, and de- 
preciation. Chapter X, on railroad rates, is confined to a 
statement of the factors and problems involved in railroad 
rates and classifications — joint costs, value of the commod- 
ity, cost of service, risk, competition of water carriers, etc. 
Chapter XI, on express rates, describes the old express rate 
system, which prevailed up to 1914, together with the new 
rate system introduced by the Interstate Commerce Com- 
mission in that year. Both of the latter chapters are purely 
descriptive and make no contribution to the theories of rail- 
road or express rate making. But they are valuable as state- 
ments, comprehensive in scope but brief in compass, of past 
and existing practices. 
































REVIEWS 541 


Chapter XII, on “ Rate Problems of Street and Inter- 
urban Railway Transportation ’’ describes the departures 
made in the United States from the flat five cent fare system, 
such as the Cleveland plan and the Milwaukee zone system. 
The cost of service principle, contrary to general assumption, 
is regarded as being applicable to street railway service. Mr. 
Barker proposes, first, a separation between fixed and operat- 
ing costs. The total fixed costs would then be divided by the 
total number of passengers which the system is expected to 
carry without more equipment. This gives the minimum fare 
to be collected from every passenger, as a “ readiness to serve” 
charge. There would also be collected from the passenger 
an additional amount, to cover operating costs, expressed as 
an average cost per passenger mile. This would represent 
the addition to the minimum fare to be collected for each 
unit of length — or zone — traveled. In view of the pres- 
ent rising costs of electric traction companies and the apparent 
necessity, in some cases, for increased revenues, the proposal 
to establish zone fares, based approximately upon cost of ser- 
vice, is at least worthy of serious consideration. 

Chapter XIII deals with water rates. The problem is the 
distribution of costs between the city, chiefly for fire protec- 
tion, and the various classes of private users. The author 
again adheres to the cost theory, maintaining that the city 
should pay for fire protection, in the form of ‘ hydrant rent- 
als ” or otherwise, a return on the difference in the value of 
the plant as it exists and as it would be if no fire protection 
were given. This contention, obviously, rests upon the as- 
sumption that domestic water supply is the primary purpose 
of the system, and that fire protection is purely incidental, 
an assumption which in some cases may be open to chal- 
lenge. The most equitable rate for private users is held to 
consist of (I) a minimum or service charge, sufficient to pro- 
vide (a) a return upon the investment in service connection 
and meters, (b) the average cost of metering and billing, and 
(c) the average cost of unregistered water (found to be 27 
per cent of the total output in 29 New England systems); 
(II) an additional unit price for water registered on the meter. 
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But, for simplicity, the service charge required from consum- 
ers may well be a minimum charge or guarantee, covering also 
the first block of water used Then additional water con- 
sumed would be charged for at a lower rate, since it would 
not be burdened with the service-expense items. 

Chapter XIV, on gas rates, considers the schedules for both 
artificial and natural gas. Mr. Barker criticizes (and rightly) 
the requirements under which many gas companies are com- 
pelled to operate, which regulate the candle power of the gas, 
and urges the substitution of the heating-power test. He 
condemns the flat rate which still persists in many sections, 
and urges the substitution of the cost principle. This is to 
be accomplished by separation of costs into fixed, customer, 
and operating; the fixed and customer charges to be spread 
over the first one, two, or three thousand cubic feet consumed 
(depending on the size of the meter), followed by a much lower 
rate to cover operating costs for all excess consumption. At- 
tention is called to the importance of the peak load in natural 
gas, as contrasted with artificial gas. In the former there are 
no manufacturing plants and holders, but the distributing 
plant must be ample for peak-load demands. Therefore, the 
rates should vary as markedly with hours of use, as in electric 
service. 

Both the chapter on gas rates and on water rates are ac- 
companied by tables showing comparative water and gas 
rates in American cities. 

Chapter XV, on electric rates, indicates the multiplicity of 
special problems encountered in making electric rates, and 
holds that “‘a simple classification into size classes, with vari- 
ous unit prices for each, ordinarily is not sufficient to attain 
all the desired ends.”’ It is to be regretted that the author, 
although he describes many different types of electric rate 
schedules, does not indicate with clearness the kind which he 
would favor. But apparently it is one which would recognize 
the consumer’s demand or connected load, the time of use, and 
the amount of current consumed. However, rates for street 
and park lighting, it is held, may properly be flat rates, since 
the power requirements and hours of use can be accurately 
known in advance. 
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The concluding chapter on telephone rates calls attention 
to some of the peculiarities of the telephone industry as they 
affect costs. Among these are the rapid increase in unit 
telephone investment with the increase in the size of the ex- 
* change, and also the great increase in plant investment caused 
by peak loads. The author is somewhat skeptical of costs, 
as a basis for rates, in the telephone industry. He believes 
that here cost ‘‘can not be as reliable as a basis for rates, as 
the service costs which may be deduced for water, gas and 
electric utilities,” and that the expenses of a telephone ex- 
change can be directly allocated on the several classes of cus- 
tomers less readily than can be done in the case of most other 
(non-transportation) utilities. This is because of the com- 
plexities of the industry and the inter-class participation in 
the use of much of the equipment. Therefore he is inclined 
to look with favor upon the use, by the telephone industry, 
of a rate basis approaching “‘ value of service,”’ not in the 
sense of “‘all the traffic will bear ” but rather as meaning the 
“ total expense of a company apportioned over towns, cities 
and classes of subscribers in proportion to the relative worths 
of the services, and the relative abilities to pay.” 

The book contains much data difficult of access to the lay- 
man. Viewed as a compilation of information regarding the 
trend of public sentiment and the attitude of regulating 
bodies on rate making, and as a presentation of the most 
important economic and engineering problems in the estab- 
lishment of rate schedules for the various utilities, it is an 
extremely valuable volume. On many rate matters, it does 
not say the final word. But it provides a careful discussion 
of those factors which call for judicious consideration in each 
individual case. It will contribute much towards making our 
rate regulation less haphazard in the future. Not all of its 
reasoning is unassailable, but diverging ideas are presented 
with fairness. The volume will meet a real need. 


Ratpxy E. Herman. 


NORTHWESTERN UNIVERSITY. 
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